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U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 
The  Committee  met  in  room  538,  of  the  Dirksen  Senate  Office 
Building  at  10  a.m..  Senator  Donald  W.  Riegle,  Jr.  (Chairman  of 
the  Committee)  presiding. 

OPENING  STATEMENT  OF  CHAIRMAN  DONALD  W.  RIEGLE,  JR. 

The  Chairman.  The  Committee  will  come  to  order. 

Let  me  welcome  all  those  in  attendance  this  morning.  We  are  a 
little  late  in  starting.  The  Senate  was  in  session  last  night  until 
well  after  midnight,  and  so  our  schedule  slipped  a  little  bit  this 
morning. 

I  want  ta  welcome  everyone,  very  particularly  our  three  nomi- 
nees that  'Ve  will  be  dealing  with.  We  will  be  starting  with  Mr. 
Alan  Blinder  for  the  position  on  the  Federal  Reserve  Board  of  Gov- 
ernors. 

We  have,  accompanying  him  this  morning,  three  of  our  distin- 
guished colleagues;  the  two  Senators  from  New  Jersey,  Senators 
Bradley  and  Lautenberg,  and  also  our  good  friend  and  my  friend 
of  longstanding  and  service  together  in  the  House,  Congressman 
J.J.  Pickle. 

Let  me  just  extend  the  courtesy  of  the  Senate  to  you.  Congress- 
man Pickle,  and  call  on  you  now  to  make  your  initial  comments, 
and  then  I  will  call  on  my  colleagues  from  the  Senate. 

(1) 


OPENING  STATEMENT  OF  REPRESENTATIVE  J.J.  PICKLE 

Representative  Pickle.  Well,  Senator  Riegle,  I  thank  you  for  rec- 
ognizing me  and  for  extending  me  the  privilege  of  going  first.  I  am 
a  little  bit  hesitant  to  do  that,  but 

The  Chairman.  Well,  you  are  a  senior  so- 


Representative  Pickle.  Since  you  recognized  me,  I  will  accept 
your  offer  because  I  do  have  a  plane  to  catch.  I  am  very  grateml 
for  this  chance. 

I  am  here  to  add  my  recommendations  in  approving  the  nomina- 
tion of  Mr.  Philip  Diehl,  President  Clinton's  nominee  to  be  Director 
of  the  Mint.  I  am  going  to  ask  that  my  remarks  be  revised  and  ex- 
tended into  the  record. 

The  Chairman.  Without  objection,  so  ordered. 

Representative  Pickle.  Let  me  just  simply  add  that,  in  my  judg- 
ment, Philip  Diehl  has  amassed  a  very  excellent  record  of  achieve- 
ment and  expertise  since  he  has  been  in  the  service.  He  has  been 
Executive  Deputy  Director  of  the  Mint  since  last  September,  and 
he  has  served  as  former  Senator  and  now  Secretary  Bentsen's  chief 
counsel. 

Prior  to  that  time,  before  he  went  to  the  Treasury,  not  only  was 
he  staff  director  of  the  Senate  Finance  Committee,  but  legislative 
director  for  Senator  Bentsen.  Senator  Bentsen  has  a  reputation  of 
maintaining  a  high  level  of  business  achievement  and  philosophy. 
I  think  Philip  Dienl  has  been  a  very  major  factor  in  doing  that. 

Philip  Diehl  has  had  both  practical  and  business  experience.  He 
has  been  with  the  telecommunication  industry  in  Texas.  He  has 
been  vice  president  of  the  Regulatory  Affairs  for  International  Tele- 
phone Exchange,  and  he  has  oeen  connected  with  the  Texas  Public 
Utility  Commission. 

He  has  had  great  experience  here  in  the  Senate.  He  helped  draft 
the  highway  bill  formula  legislation  of  the  1991  Highway  Bill 
which  has  helped  my  State  and  I  think,  Mr.  Chairman  did  not  hurt 
Michigan  either.  He  knows  how  to  put  together  good  legislation. 

Now  I  want  to  simply  add,  in  conclusion,  Philip  Diehl  is  not  only 
a  man  of  achievement  and  recognition.  He  is  Acting  Director  of  the 
Mint  now.  But  even  more  importantly,  he  is  a  constituent  of  mine 
from  Austin,  Texas,  and  a  graduate  of  the  University  of  Texas.  So 
I  am  pleased  to  recommend  Philip  Diehl. 

I  know  this  is  a  big  job,  but  in  Texas,  we  say  that  is  no  big  hill 
for  a  high  stepper,  ^d  Philip  Diehl  is  a  big  stepper  and  can  do 
the  job,  so  I  am  proud  to  be  here  and  make  my  statement  on  behalf 
of  him. 

I  thank  you,  sir. 

The  Chairman.  Well,  thank  you. 

He  is  getting  good  service  from  his  Congressman  today,  I  will  tell 
you  that. 

[Laughter.l 

And  your  word  carries  great  weight  with  me  and  with  this  Com- 
mittee, and  we  are  pleased  you  came  over  to  share  those  remarks 
with  us.  Let  me  permit  you  to  leave.  I  know  you  have  got  a  plane 
to  catch,  but  we  appreciate  your  comments  and  I  will  share  them 
with  Senator  D'Amato,  as  well. 

Representative  PiCKLE.  Thank  you  very  much,  and  you  are  very 
courteous  to  let  me  proceed  like  this. 


Senator  Bradley  and  Senator  Lautenberg,  I  appreciate  this  cour- 
tesy but  I  accept  it  with  great  pleasure  so  thank  you. 

[Laughter.] 

The  Chairman.  It  is  good  to  see  you. 

Senator  Bradley,  we  are  pleased  to  have  you  and  we'd  like  your 
comments  now. 

OPENING  STATEMENT  OF  SENATOR  BILL  BRADLEY 

Senator  Bradley.  Thank  you  very  much,  Mr.  Chairman.  I  con- 
sider it  an  honor  to  be  able  to  introduce  to  the  Committee  Dr.  Alan 
Blinder,  the  President's  nominee  for  Vice  Chairmanship  of  the  Fed- 
eral Reserve  Board. 

I've  known  Alan  for  many  years  and  consider  him  to  be  one  of 
our  Nation's  most  distinguished  and  most  highly  regarded  macro- 
economists.  Dr.  Blinder  will  serve  our  Nation  with  great  distinc- 
tion, I  believe,  and  we  will  all  be  proud  that  he  is  there. 

Alan  Blinder  has  made  important  contributions  throughout  his 
career  in  a  number  of  different  areas.  For  over  2C  years,  he  served 
as  one  of  our  State's  and  Nation's  finest  educators.  In  addition  to 
serving  as  the  chair  of  the  Department  of  Economics  at  Princeton, 
he  founded  one  of  our  Nation's  premiere  economic  think  tanks. 

Alan  also  pushed  the  frontiers  of  economic  research  on  a  broad 
number  of  issues,  ranging  from  monetary  policy  to  trade  policy  to 
national  savings. 

Most  recently,  Alan  has  served  our  Nation  on  the  Council  of  Eco- 
nomic Advisers,  helping  President  Clinton  in  a  new  era  of  economic 
pragmatism. 

Finally,  Alan  has  been  a  devoted  father  and  husband.  And,  Mr. 
Chairman,  if  I  could,  I'd  like  to  introduce  his  wife,  Madeline,  and 
son,  William,  and  parents  who  are  here  today.  If  they  could  just 
stand  and  take  a  bow. 

Thank  you. 

Mr.  Chairman,  in  nominating  Alan  Blinder,  the  President  de- 
scribed him  as,  quote: 

A  keen  intellect  who  reached  the  top  of  his  profession  without  losing  the  common 
touch  or  ever  forgetting  the  human  implications  of  the  often  abstract  economic  deci- 
sions we  in  Government  must  make.  He  has  served  as  an  economic  conscious  in  my 
Administration. 

Those  are  very  strong  and  moving  words  from  a  President  of  the 
United  States. 

But  I  think  it's  this  ability  to  combine  the  theoretical  with  the 
pragmatic  that  has  perhaps  most  impressed  me  about  Alan's  ca- 
reer. His  voluminous  body  of  work  has  shown  him  to  be  a  clear  and 
effective  thinker  about  each  of  the  leading  economic  issues  of  the 
day. 

His  writings  in  both  the  popular  and  academic  press  are  re- 
nowned for  their  insight  and,  I  might  say,  for  their  wit.  Given  the 
critical  impact  that  Federal  Reserve  actions  can  have  on  the  lives 
of  all  Americans,  this  sensitivity  and  depth  will  be  an  invaluable 
asset,  as  Alan  continues  his  career  of  public  service. 

Mr.  Chairman,  I  might  say  that  I  do  think  that  this  is  probably 
the  best  friend  I  ever  had  to  assume  such  a  high  post.  So  I  am  kind 
of  approaching  it  with  a  little  caution,  because  I  don't  want  to  go 
overboard. 


At  the  same  time,  I  believe  it's  an  extraordinary  appointment  for 
an  extraordinary  person  who  will  serve  with  distinction,  who  will 
make  us  all  proud  of  his  values  and  his  mind,  and  who  I  think  will 
truly  be  effective  on  the  Federal  Reserve  Board,  so  I  am  sure  this 
Committee  will  grant  him  speedy  and  unanimous  confirmation  as 
the  next  Vice  Chairman  of  the  Federal  Reserve  Board. 

The  Chairman.  Thank  you  very  much,  Senator  Bradley. 

Senator  Lautenberg,  we'd  like  to  hear  from  you  now. 

OPENING  STATEMENT  OF  SENATOR  FRANK  R.  LAUTENBERG 

Senator  Lautenberg.  Thank  you  very  much,  Mr.  Chairman, 

It's  a  pleasure  for  me  to  sit  here  with  Bill  Bradley  who  has 
known  Dr.  Blinder  for  some  time.  I  hadn't  but  I  know  quite  a  bit 
about  him,  and  as  a  matter  of  fact,  we  were  chatting  in  the  ante- 
room. I  was  talking  to  this  pleasant  fellow  and  I  walked  out  here 
and  I  asked  where  Dr.  Blinder  was,  and  they  said,  well,  you  were 
just  talking  to  him.  And  I  said,  well,  I  thought  he  was  a  much  older 
man.  He'd  written  so  much  and  he'd  said  so  much,  and  so  much 
attention's  paid  to  him  that  I  didn't  think  it  could  be  in  a  body  as 
young  as  we  saw  back  there. 

But  it's  a  pleasure  for  me  to  introduce  and  to  recommend  Dr. 
Blinder  and  to  congratulate  his  family.  His  sharp  intellect  and  his 
professional  skills  will  add  a  strong  and  steady  voice  to  the  Board's 
work. 

Mr.  Chairman  and  Members  of  the  Committee,  there  is  no  better 
testimony  than  that  which  comes  from  Mr.  David  Mullins,  the  most 
recent  Vice  Chairman,  who  Dr.  Blinder's  going  to  replace,  has  stat- 
ed that  the  appointment  of  someone  of  Dr.  Blinder's  stature,  abil- 
ity, and  intellectual  integrity  will  strengthen  the  Federal  Reserve. 
And  we  are  delighted  to  hear  that  said. 

Until  his  most  recent  position  on  the  President's  Council  of  Eco- 
nomic Advisers,  Dr.  Blinder  had  a  distinguished  career  at  Prince- 
ton University  which  dates  back  to  1971. 

In  addition  to  chairing  the  Economic  Department,  he  was  named 
the  Gordon  S.  Rentschler  Memorial  Professor  of  Economics  at 
Princeton,  and  founded  Princeton's  Center  for  Economic  Policy 
Studies.  I  won't  list  all  of  the  boards  and  panels  on  which  Dr. 
Blinder  has  served,  nor  all  of  the  books  and  articles  he's  written 
because,  though  they're  impressive,  we'd  be  here  all  morning  if  we 
attempted  to  do  that. 

Mr.  Chairman,  this  is  a  particularly  significant  appointment  be- 
cause our  Nation  has  been  through  some  very  difficult  economic 
times.  And  in  the  recent  recession,  New  Jersey  lost  over  260,000 
iobs,  many  of  which  were  high  wage,  high  technology  jobs  that  will 
be  hard  to  replace.  And  the  Federal  Reserve  Board  plays  a  critical 
role  in  guiding  our  Nation's  economy.  Its'  decisions,  while  complex 
and  removed  from  the  rough  and  tumble  of  the  political  arena,  sig- 
nificantly affect  the  lives  and  the  livelihoods  of  all  of  our  constitu- 
ents. So  we  need  wise  and  understanding  hands  on  the  wheel  of 
the  Board.  Hands  that  understand  the  complexities  of  our  economy 
and  the  hopes  and  the  fears  and  the  concerns  of  our  people. 

Dr.  Blinder  has  all  of  the  requisite  skills  to  do  this  difficult  job, 
and  beyond  that,  he's  demonstrated  a  clear,  dedication  to  the  public 
interest  and  a  boundless  appetite  for  making  correct,  tough  deci- 


sions.  We  are  lucky  to  have  his  services  in  Government,  and  obvi- 
ously I  hope  that  the  Committee  and  the  Senate  will  be  able  to 
move  quickly  to  confirm  his  appointment. 

Thank  you  very  much,  Mr.  Chairman. 

The  Chairman.  Thank  you.  Senator  Lautenberg. 

Let  me  say  that  we  appreciate  both  of  vou  coming.  I  want  you 
to  feel  free  to  excuse  yourselves  and  attend  anything  else  you  need 
to,  and  you're  also  welcome  to  stay  if  time  permits  that. 

Let  me  now  sort  of  set  the  stage  for  what  will  happen  here  this 
morning.  We  will  be  considering  three  Presidential  nominees,  two 
of  whom  now  have  been  introduced,  first  by  Chairman  Pickle  from 
the  House  side,  and  now  our  Senate  colleagues. 

Let  me  just  say,  for  the  record,  that  in  addition  to  Alan  Blinder 
who  is  here  with  respect  to  the  Federal  Reserve  position  as  Vice 
Chairman,  we  will  be  hearing  later  and  questioning  Stephen 
Wallman  for  the  Securities  and  Exchange  Commission  and  then,  of 
course,  Philip  Diehl  for  the  Directorship  of  the  Mint. 

We  will  be  starting  this  morning  with  Mr.  Blinder.  It's  certainly 
fair  to  say  that  the  Vice  Chairmanship  of  the  Federal  Reserve 
Board  is  an  extremely  important  position  in  our  Government  and 
it's  one  that  powerfully  affects  the  daily  life  of  literally  everybody 
in  the  country. 

The  Federal  Reserve  has  a  critical  role  in  national  economic  pol- 
icy and  in  financial  regulation,  and  I  think  we  are  seeing  literally 
at  the  present  time  the  impact  that  Fed  policy  decisions  can  have 
on  the  economy  and  on  expectations  and  economic  behavior. 

It  has  the  prime  responsibility  for  minimizing  economic  fluctua- 
tions and  maintaining  low  rates  of  price  inflation.  In  addition  to 
that,  I  think  it  has  a  critical  role  to  see  to  it  that  our  economy  oper- 
ates as  closely  as  it  can  to  full  employment  so  the  job  opportunities 
are  out  there,  not  just  for  Federal  Reserve  Board  members  and  peo- 
ple who  are  well-situated  in  our  society,  but  for  everybody  across 
the  country. 

It  is  a  very  important  public  charge  to  be  there  and  to  have  to 
carry  so  much  important  policy  responsibility  as  it  relates  to  what 
actually  happens  to  people  out  across  the  countryside. 

The  Fed  is  also  the  principal  financial  regulator  for  a  large  share 
of  our  State-chartered  banks,  and  it  supervises  and  partly  operates 
our  payment  system.  These  powers  give  the  Fed  a  key  role  in 
avoiding  systemic  financial  market  failures,  another  essential  task 
that  they  have. 

I  would  underscore  what  has  earlier  been  said.  This  nominee's 
qualifications  for  this  job  are  superb.  The  Committee  favorably  re- 
ported the  nomination  of  Alan  Blinder  just  10  months  ago  for  his 
current  position  as  a  Member  of  the  President's  Council  of  Eco- 
nomic Advisers.  And  on  that  team  he  has  proven  to  be  a  key  mem- 
ber and  that  experience  adds  now  to  his  already  impressive  back- 
ground. Serving  as  he  has,  as  a  professor  of  economics  at  Princeton 
for  more  than  20  years,  being  the  author  of  numerous  articles  for 
professional  journals,  receiving  a  number  of  academic  honors,  and 
as  the  author  of  one  of  the  most  widely  used  economics  principles 
textbooks,  he  brings  with  him  a  wealth  of  relevant  experience. 

I  am  not  sure  that  anybody's  experience,  however,  that  fully  pre- 
pares one  to  assume  a  position  on  the  Fed  as  Vice  Chairman  or  as 


Chairman  because  of  the  enormity  of  the  impHcations  of  the  poHcy 
decisions  that  have  to  be  made,  and  the  fact  that  things  keep 
changing. 

Alan  Greenspan  has  said,  many  times  before  this  Committee, 
that  trying  to  make  sense  out  of  the  monetary  aggregates  and  how 
people  handle  their  money  and  how  instruments  change  and  how 
money  moves  around  makes  it  very  difficult  to  use  yardsticks  that 
might  have  been  appropriate  or  seemed  appropriate  even  3  or  4 
years  ago,  in  terms  of  judging  the  velocity  of  money  through  the 
system  and  the  way  money  changes  forms  and  how  it  in  turn  im- 
pacts the  real  economy  on  a  daily  oasis. 

At  the  present  time,  the  Fed  faces  a  number  of  very  demanding 
and  difficult  issues.  Of  primary  and  central  importance  is  finding 
the  interest  rate  policy  which  can  best  sustain  the  current  eco- 
nomic expansion.  And  there's  a  lot  of  concern  about  that  at  the 
present  time. 

I  heard  some  last  night  from  one  of  the  major  business  devel- 
opers here  in  the  Washington  area  with  a  superb  record  who  ex- 
pressed to  me  very  directly  his  real  apprehension  that,  if  interest 
rates  keep  going  up,  we  are  going  to  see  this  recovery  aborted. 

That's  one  person's  opinion,  but  it's  more  and  more  t3T)ical  of  the 
kind  of  opinions  that  I  am  hearing  from  people  who  are  out  there 
trying  to  make  the  economy  grow. 

We  know  the  Fed  recently  has  moved  short-term  rates  up  75 
basis  points,  but  mortgage  rates  have  thus  far  risen  twice  that 
amount.  And  that  certainly  ought  to  have,  and  is  I  think  beginning 
to  have,  a  significant  effect  on  the  economy.  If  it's  the  Fed's  inten- 
tion to  tighten,  certainly  that  has  had  a  tightening  effect,  perhaps 
what  they  sought  or  perhaps  more  than  what  they  sought.  But  I 
do  think  we  are  approaching  the  point  where  further  increases  in 
interest  rates  can  run  a  real  risk  of  a  halt  to  growth  here,  and  the 
last  thing  we  need  to  do  is  to  go  back  into  another  recession. 

I  think  the  interest  rate  policy  of  recent  years  has  to  do  more 
than  just  repair  balance  sheets,  as  important  as  that  is  to  do,  and 
as  much  as  that's  been  accomplished.  There  are  a  lot  of  economic 
entities  in  the  country  that  need  to  not  only  get  on  a  solid  footing, 
but  also  stay  there,  stay  there  and  not  be  put  into  a  situation 
where  we  start  sliding  backward  a^ain. 

Also  the  Fed  has  a  number  of  important  and  noteworthy  regu- 
latory issues  to  resolve,  along  with  the  other  bank  regulators. 
These  include  a  need  for  significant  consolidation  of  our  bank  regu- 
latory agencies,  and  how  to  ensure  that  public  risks  posed  by  u\e 
private  use  of  derivatives  are  limited  and  kept  within  a  boundary 
that  ensures  that  we  do  not  run  systemic  risks  that  we  would  only 
find  out  about  too  late,  risks  that  we  couldn't  properly  manage  if 
we  were  not  very  alert  and  ahead  of  the  curve. 

We  also  need  far  better  enforcement  and  application  of  our  com- 
mimity  reinvestment  and  fair  lending  laws  on  the  part  of  the  Fed. 
Of  all  of  the  banking  regulatory  agencies,  the  one  that  seems  to 
have  the  hardest  time  really  getting  with  it  with  respect  to  stop- 
ping the  abuses  in  fair  credit  practice  and  fair  lending  has  been  the 
Fed.  And  while  some  progress  has  been  made,  more  is  needed,  and 
I  certainly  would  look  forward  to  this  nominee  to  do  something 
about  it. 


I  know  the  citizens  in  the  country  who  are  minority  people,  un- 
like most  of  us  in  this  room,  are  still  struggling  to  get  the  kind  of 
fair  shake  out  of  our  financial  system  that  the  law  says  that  they 
should  get,  and  so  our  regulatory  authorities  have  a  lot  to  do  with 
making  sure  that  the  laws  are  applied  fairly,  and  we've  got  some 
progress  to  have  to  make  in  that  area. 

I  very  much  look  forward  to  hearing  your  views  and  will  question 
you  about  these  issues. 

Let  me  now  yield  to  Senator  D'Amato. 

OPENING  STATEMENT  OF  SENATOR  ALFONSE  M.  D'AMATO 

Senator  D'Amato.  Thank  you  very  much,  Mr.  Chairman. 

Mr.  Chairman,  I  have  an  amendment  that  I  am  going  to  be  offer- 
ing on  the  floor  in  a  few  minutes,  so  I  will  not  be  able  to  stay  for 
the  full  hearing. 

I  am  going  to  ask  that  my  statement  be  included  in  the  record 
as  if  read  in  its  entirety  in  order  to  save  some  time. 

The  Chairman.  Without  objection. 

Senator  D'Amato.  I  will  note  that  I  had  a  meeting  with  Alan 
Blinder.  I  am  convinced  that  he  certainly  has  the  intellectual  ca- 
pacity, the  experience,  and  the  integrity  to  do  the  job  in  a  manner 
that  will  be  exemplary. 

I  think  we  all  feel  very  strongly  about  the  independence  of  the 
Federal  Reserve.  I  recognize  that  Professor  Blinder  has  served  in 
key  positions  including  being  a  Member  of  the  President's  Council 
of  Economic  Advisers.  I  believe  Professor  Blinder  has  the  intel- 
ligence and  capacity  of  keeping  the  Federal  Reserve  independent. 
That  independence  is  something  that  many  people,  including  my- 
self, believe  is  critical. 

Now  one  of  the  problems  that  Professor  Blinder  finds  himself  in 
is  that  he  has  written  extensively.  Judge  Bork  found  that  to  be  a 
problem,  too,  you  know.  We  pick  all  of  these  statements  and  we  use 
them  whenever.  We  sometimes  forget  the  original  context  in  which 
they  were  made.  Then  some  years  later,  they  come  up  at  a  con- 
firmation hearing  and  they're  thrown  at  you. 

Senator  Sarbanes.  Could  the  Senator  yield  on  that  point? 

Senator  D'Amato.  Certainly. 

Senator  Sarbanes.  As  Senator  Bradley  pointed  out,  he's  written 
with  wit,  which  is  even  more  dangerous. 

[Laughter.] 

Senator  D'Amato.  And  sometimes,  you  know,  these  things  come 
back  to  haunt  you.  Unfortunately,  you're  probably  better  off  if  it's 
"see  no  evil,  hear  no  evil,  say  no  evil."  Then  you  go  sailing  through. 

Nobody  can  just  say,  "Well,  that's  a  good  question,  we  will  have 
to  think  about  that.  At  this  point  in  time,  it  would  be  inappropriate 
for  me  to  take  a  position  for  that  matter."  We've  all  seen  those 
types  of  nominees  come  through.  It  doesn't  matter  which  Adminis- 
tration. That's  the  best,  and  then  you  win. 

I  hope  I  don't  ruin  your  reputation  because  I  don't  know  whether 
or  not  they've  read  this.  However,  let  me  quote  fi-om  something 
that  you've  written  entitled  "Hard  Heads,  Soft  Hearts."  Maybe  we 
shouldn't  let  Senator  Sarbanes  hear  this. 

[Laughter.] 

You  say: 
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Mandatory  price  controls  substitute  the  political  judgment  of  the  State  for  the 
personal  judgment  of  the  market,  thereby  interfering  with  the  signalling  role  of 
prices  and  impairing  economic  efficiency,  m  the  early  stages  of  a  controls  program, 
the  costs  are  small  and  almost  invisible,  but  the  distortions  mount  and  become  con- 
crete as  a  system  of  controls  ages  and  ossifies. 

I  have  to  tell  you,  I  have  never,  in  two  short  paragraphs,  heard 
something  more  eloquently,  and  more  cogently  put.  I  am  convinced, 
given  your  intellectual  capacity,  the  fact  that  you  understand  bal- 
ancing the  various  needs.  We  have  talked  about  the  important  role 
of  the  Fed,  recognizing  the  signals  as  it  relates  to  inflation,  and 
how  one  would  attempt  to  move  in  a  way  that  would  give  due  rec- 
ognition to  all  of  the  considerations.  The  President  has  put  forth 
someone  most  qualified  to  serve  in  this  very  important  capacitor. 

Mr.  Chairman,  I  intend  to  support  Professor  Blinder.  I  said  to 
him  before,  how  can  I  be  of  help,  should  I  say  something  good 
about  you  or  say  something  bad. 

[Laughter.] 

We  will  just  let  it  fall  out  there.  I  am  delighted  to  see  your  beau- 
tiful, magnificent  family  with  you. 

The  Chairman.  Thank  you.  Senator  D'Amato. 

Senator  Sarbanes,  who  I  want  to  call  on  next,  serves,  as  you 
know,  as  the  Vice  Chairman  of  the  Joint  Economic  Committee  and 
has  done  a  distinguished  job  there,  and  will  be,  in  all  likelihood, 
the  next  Chairman  of  this  Committee.  And  that  is  a  positive  thing 
to  anticipate. 

Senator  Sarbanes  also  served  as  the  Administrative  Assistant  to 
Walter  Heller  when  he  was  the  Chairman  of  the  Council  of  Eco- 
nomic Advisers  for  the  President  and  has  a  been  a  very  serious  stu- 
dent of  economic  policy  matters,  and  particularly  Fed  policy  ac- 
tions. 

And  so  I  want  to  call  on  Senator  Sarbanes  at  this  time. 

OPENING  STATEMENT  OF  SENATOR  PAUL  S.  SARBANES 

Senator  Sarbanes.  Well,  thank  you  very  much,  Mr.  Chairman. 
As  you  said  in  your  opening  statement,  tnis  is  a  very  important 
hearing,  and  the  position  of  Vice  Chairman  of  the  Federal  Reserve 
is  obviously  a  very  substantial  position  in  our  policymaking  spec- 
trum. 

I  fi'ankly  think  that  every  position  on  the  Federal  Reserve  Board 
is  a  very  important  position,  and  I  regret  that  I  think  in  recent 
times  there  has  been  a  tendency  to  focus  only  on  the  Chairman  and 
the  Vice  Chairman  and  not  on  all  seven  members  of  the  Board, 
since  they  in  effect  are  equal  in  terms  of  their  votes  and  in  terms 
of  making  policy. 

And  I  will  not  get  into  the  role  of  the  regional  bank  presidents 
who  serve  on  the  Open  Market  Committee  but  are  never  nomi- 
nated or  confirmed  by  any  public  officials.  They  simply  get  there 
on  the  basis  of  being  picked  by  private  interests,  but  that  is  an- 
other and  a  separate  issue. 

I  am  going  to  say  just  a  few  words  about  Alan  Blinder  in  a  mo- 
ment, but  I  want  to  set  the  stage  for  what  I  may  pursue  later. 

This  is  this  week's  Business  Week.  The  cover  story  is  "Why  Are 
We  So  Afraid  Of  Growth?"  Conventional  wisdom  holds  that  the 
U.S.  economy  cannot  sustain  rapid  growth  without  inflation.  But 
that  may  be  wrong.  The  reason,  a  wave  of  innovation  is  boosting 


productivity  while  global  competition  is  keeping  prices  down.  And 
it  then  goes  on,  on  the  inside,  in  the  continuation  of  this  story  to 
say,  why  strong  economic  growth  will  not  cause  inflation.  It  then 
says,  productivity  is  surging,  workers  are  more  skilled,  capital  in- 
vestment is  more  efficient,  international  trade  is  expanding,  the  in- 
formation revolution  is  gaining  speed.  The  result,  low  inflation. 

The  U.S.  economy's  expanded  at  a  2.4  percent  annual  rate  since 
1980.  Most  forecasters  figure  that  the  economy's  growth  potential 
is  2.5  percent  at  best.  But  the  evidence  is  mounting  that  it  could 
be  as  high  as  3.5  percent  without  touching  off  inflation.  Here  is 
why. 

Now  that  is  another  1  percent.  If  this  is  in  fact  accurate,  that  is 
another  1  percent  on  the  growth  rate,  which  is  tens  of  billions  of 
dollars  of  additional  output,  hundreds  of  thousands  of  additional 
jobs  without  an  inflation  problem,  according  to  this  analysis. 

And  coincidentally,  there  is  an  article  in  today's  op  ed  page  of  the 
New  York  Times  by  Lester  Thoreaux  entitled  "The  Fed  Goes 
Ghostbusting."  And  talks  about  their  pursuing  ghosts  on  the  infla- 
tion front  and  the  impact  that  it  is  having  on  growth. 

So  I  just  wanted  to  make  that  by  way  of  a  preliminary  in  terms 
of  our  economy  and  how  it  may  function,  what  the  possibilities  may 
be  at  this  particular  time  in  which  we  find  ourselves.  In  fact,  the 
Business  Week  says,  far  from  being  a  mature  economy,  the  United 
States  is  one  in  the  throes  of  an  historic  transformation.  And  of 
course,  if  that  is  the  case,  we  need  to  adjust  our  thinking  to  accom- 
modate it;  otherwise,  we  may  be  squandering  some  wonderful  op- 
portunities. And  I  think  we  need  to  keep  that  very  much  in  mind. 

The  Chairman.  Would  you  yield  at  that  point,  just  for  one  mo- 
ment? 

Senator  Sarbanes.  Certainly. 

The  Chairman.  First,  I  would  like  to  make  a  unanimous  consent 
request  that  we  include  both  of  those  items,  the  op  ed  piece  today 
from  the  New  York  Times  and  the  Business  Week  article  in  the 
record. 

But  also  to  say  that  across  the  country,  there  are  still  millions 
of  people  who  cannot  find  work,  and  I  am  talking  about  people  at 
all  skill  levels.  People  with  Ph.D's,  people  with  training  in  com- 
puter technology  and  so  forth,  as  well  as  people  lower  down  on  the 
skill  ladder.  And  many  people  have  lost  their  jobs  as  big  companies 
have  downsized,  and  so  they  are  out  there  trying  to  get  reestab- 
lished. 

Many  times,  there  is  a  big  backward  slide.  They  may  lose  a  job 
that  pays  $35,000  a  year  and  after  6  months  or  a  year,  find  a  job 
that  mav  pay  $22,000  a  year. 

So  I  think  the  issue  of  getting  all  the  growth  we  can  out  of  the 
economy,  without  an  inflation  problem,  is  essential  to  those  people 
in  the  countrv  who  are,  in  many  cases,  desperate  for  work.  Want 
to  work,  need  to  work,  need  to  be  producing  for  themselves  and 
their  families  and  for  the  country. 

The  country  undergoes  an  enormous  loss  of  gain  if  we  are  not 
more  fully  employing  our  people  and  our  resources  because  we 
have  got  some  artificial  notion  that  we  cannot  have  as  much 
growth  as  perhaps  we  really  can  have  if  we  are  really  thinking 
about  those  kinds  of  issues. 
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I  will  tell  you  this.  With  respect  to  the  problems  of  our  inner 
cities,  where  there  is  so  much  social  tension  and  difficulty  and  dep- 
rivation and  hardship,  if  we  do  not  get  more  economic  activity  in- 
fused in  those  areas,  that  we  are  going  to  continue  to  pay  a  nuge 
price. 

So  there  are  a  lot  of  reasons  to  want  to  get  the  growth  rate  as 
high  as  we  can  possibly  take  it  in  a  responsible  fashion,  and  I  think 
this  is  a  real  issue  at  this  time. 

I  thank  the  Senator  for  yielding. 

Senator  Sarbanes.  Now,  Mr.  Chairman,  I  am  pleased,  along  with 
other  Members  of  the  Committee,  to  welcome  Alan  Blinder  here 
this  morning.  I  strongly  welcome  the  President's  nomination  of  him 
to  go  on  the  Federal  Reserve  Board  and  to  serve  as  the  Vice  Chair- 
man. 

I  have  known  Alan  Blinder  for  many  years,  largely  because  of 
our  common  association  with  Princeton  University.  I  was  fortunate, 
as  a  young  high  school  student,  to  get  a  scholarship  which  made 
it  possible  for  me  to  attend  Princeton,  and  my  children  were  all 
there  as  undergraduates. 

Professor  Blinder  earned  his  undergraduate  degree  at  Princeton 
and  his  Ph.D  from  MIT.  He  became  a  professor  at  Princeton  at  a 
very  young  age.  In  fact,  since  1982,  has  held  a  very  distinguished 
enaowed  chair  there,  the  Rentschler  Memorial  Professor  of  Eco- 
nomics. 

He  was  chairman  of  the  Economics  Department  in  the  late 
1980's,  was  the  founder  of  Princeton's  Center  for  Economic  Policy 
Studies.  He's  a  prolific  author,  ten  books  on  economics  including  a 
textbook  which  has  come  to  be  in  standard  use  in  introductory 
courses  in  economics,  so  that  there  are  young  men  and  women  all 
across  the  country  who  are  being  led  into  economics  [notice  I  said 
into  and  not  away  from]  by  Alan  Blinder's  textbook. 

He's  written  many  scholarly  articles  on  macroeconomic  policy. 
He's  served  as  vice  president  of  the  American  Economics  Associa- 
tion, a  mark  of  recognition  from  his  peers.  He  served  briefly  as  the 
Deputy  Assistant  Director  of  the  Congressional  Budget  Office  in 
1975,  and  as  you  noted,  for  the  last  10  months,  has  served  as  a 
Member  of  the  President's  Council  of  Economic  Advisers. 

I  think  it's  fair  to  say  that  he's  generally  regarded  as  one  of  the 
leading  economists  of  his  generation.  He  brings  to  Government 
service  analytical  skills  of  the  highest  order  and,  in  my  view,  a  wel- 
come, real  world  pragmatism  unhindered  by  ideological  preconcep- 
tions, something  that  I  think  is  very,  very  important. 

I  don't  think  he  comes  to  this  job  or  that  he  has  reflected  in  any 
of  his  past  work  any  sort  of  rigid  thinking.  I  mean,  he's  prepared 
to  look  at  the  facts  and  make  his  judgments  accordingly. 

Unlike,  if  I  may  for  the  moment,  introduce  a  light  note  into  these 
proceedings  in  terms  of  rigid  thinking,  the  man  who  came  home  at 
3  o'clock  in  the  morning,  and  his  wife  said  to  him,  "where  have  you 
been?" 

And  he  says,  "I  have  been  out  riding  my  bicycle."  She  says,  "you 
haven't  been  out  riding  your  bicycle.  I  took  your  bicycle  into  the 
shop  this  afternoon  in  order  to  get  it  repaired."  And  the  fellow  says, 
"that's  my  story  and  I  am  sticking  to  it." 

[Laughter.] 
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Now  he's  never  reflected  that  kind  of  hidebound  thinking,  and  I 
certainly  welcome  that.  We  need  someone  who's  a  realist  and  a 
pragmatist  to  take  over  these  responsibilities  at  the  Federal  Re- 
serve Board. 

He  also  brings  a  keen  sensitivity,  and  you  made  reference  to  this 
I  think,  to  the  impact  economic  policy  has  on  the  everyday  lives  of 
people.  I  think  he  understands  that.  I  think  it's  very  important 
that  that  be  understood  by  policymakers  in  whatever  position  they 
find  themselves,  whether  in  the  Executive  Branch  or  the  Legisla- 
tive Branch  or  the  Judicial  Branch.  I  mean,  they  need  to  have  some 
understanding  of  how  these  decisions  impact  the  ordinary  lives  of 
people. 

We  held  a  hearing  earlier  this  week  with  the  homebuilders  and 
the  Small  Business  Council  who  came  in  to  tell  how  they  were 
being  impacted  by  the  rising  interest  rates,  and  how  it  meant  less 
jobs  and  so  forth  and  so  on. 

I  think,  in  conclusion,  this  is  an  outstanding  appointment  to  the 
Board,  and  I  believe  Alan  Blinder  will  serve  with  great  distinction. 
I  notice  that  his  nomination  has  met  with  widespread  acclaim  and 
I  share  in  that. 

Thank  you  very  much. 

The  Chairman.  Thank  you.  Senator  Sarbanes. 

Senator  Dodd  I  think  was  called  out  for  a  telephone  call,  and  I 
want  to  let  him  make  his  statement  before  we  start  with  you,  so 
let's  just  wait  1  minute  here. 

[Pause.] 

OPENING  STATEMENT  OF  SENATOR  CHRISTOPHER  J.  DODD 

Senator  Dodd.  Mr.  Chairman,  I  would  ask  unanimous  consent  to 
be  able  to  submit  a  statement  for  the  record. 

The  Chairman.  Without  objection,  it's  so  ordered. 

Senator  Dodd.  I  welcome  our  witness  here  this  morning.  We  are 
very  honored  to  have  someone  of  your  background  and  quality 
nominated  by  the  President,  and  I  look  forward  to  statements  and 
some  questions. 

The  Chairman.  Very  good. 

Thank  you.  Senator  Dodd. 

Let  me  ask  you  to  stand  now  and  raise  your  right  hand  as  I  ad- 
minister the  oath. 

[Witness  sworn.] 

The  Chairman.  I  know  Senator  Bradley  acknowledged  members 
of  your  family,  but  please  feel  free  to  make  any  personal  comments 
or  introductions  you  want  to  make,  and  then  we'd  like  your  state- 
ment now. 

Mr.  Blinder.  Thank  you.  Senator. 

I  would  like  to  introduce  my  wife,  Madeline. 

The  Chairman.  Madeline,  nice  to  see  you. 

Mr.  Blinder.  My  son,  William. 

The  Chairman.  William. 

Mr.  Blinder.  I  have  another  son,  Scott,  who's  in  Chicago  right 
now  and  couldn't  be  with  us. 

My  mother,  Shirley  Blinder,  from  Florida,  and  from  Bayonne, 
California. 

The  Chairman.  Welcome. 
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Mr.  Blinder.  And  my  wife's  parents,  Shirley  and  Leon  Schwartz, 
from  New  York. 

The  Chairman.  It's  nice  to  have  all  of  you. 

Mr.  Blinder.  It  looks  like  we  have  geographical  diversity,  as  on 
the  Board. 

[Laughter.] 

STATEMENT  OF  ALAN  S.  BLINDER,  OF  NEW  JERSEY,  TO  BE 
VICE  CHAIRMAN  AND  MEMBER  OF  THE  BOARD  OF  GOV- 
ERNORS OF  THE  FEDERAL  RESERVE  SYSTEM 

Mr.  Blender.  Mr.  Chairman  and  Members  of  the  Committee, 
this  is  the  second  time,  as  you  have  noted,  in  less  than  a  year  that 
I  have  appeared  here  as  a  nominee,  and  I  want  to  thank  you  again, 
as  I  did  then,  for  the  speed  with  which  this  Committee  is  handling 
my  nomination.  I  know  you  have  a  crowded  agenda  and  I  appre- 
ciate the  prompt  attention. 

There  is,  as  you  have  noted,  very  important  work  to  be  done  at 
the  Fed,  and  I  am  quite  eager,  with  the  Senate's  approval,  to  get 
down  to  doing  that. 

I'd  like  to  just  begin  by  saying  that  I  am  deeply  honored  that  the 
President  has  nominated  me  to  be  Vice  Chairman  of  the  Board  of 
Governors.  Having  spent  much  of  my  adult  life  watching  monetary 
policy  from  a  distance  and  studying  its  effects  on  the  economy,  I 
am  keenly  aware  of  how  difficult  the  Fed's  job  is  and  how  very  im- 
portant. 

Millions  of  Americans  who  haven't  the  slightest  idea  of  what  goes 
on  at  the  Fed  are  nonetheless  affected  by  its  decisions,  so  I  ap- 
proach this  assignment  with  a  mixture  of  humility  and  awe,  and 
with  the  utmost  seriousness. 

Because  I  was  before  this  Committee  so  recently,  and  because  I 
have  had  such  very  nice  introductions,  for  which  I  thank  all  of  you, 
I  think  I  will  just  skip  the  little  biographical  information  in  the 
statement,  except  to  issue  a  semi-apology  at  the  beginning. 

I  think  I  am  quite  familiar  by  now  with  current,  prospective,  and 
indeed  past  monetary  policy  issues  because  I  have  been  studying 
these  for  many,  many  years.  I  am  rushing  to  educate  myself  on  the 
many  legal  and  regulatory  issues  now  facing  the  Fed.  I  have 
learned  a  lot  in  the  last  10  days.  But  I  have  got  a  lot  more  to  learn. 

It's  given  me,  by  the  way,  an  appreciation  for  the  weight  and 
thickness  of  the  agenda  in  front  of  this  Committee,  and  if  I  can't 
answer  any  of  your  questions  on  this,  I  will  apologize  in  advance. 

I  think  I  can  answer  many  of  them  by  now,  and  I  will  certainly 
try  to  answer  all  of  them,  and  not  just  say,  "that's  a  very  good 
question."  I  will  try  to,  to  the  extent  I  can,  do  better  than  that. 

As  I  mentioned  a  moment  ago,  monetary  policy  is  an  arcane  art 
understood  by  few  but  affecting  many.  Along  with  fiscal  policy,  it's 
one  of  the  two  tools  the  government  has  for  influencing  the  pace 
of  macroeconomic  activity.  And  indeed,  in  today's  environment, 
with  the  macroeconomic  aspects  of  fiscal  policy  all  but  locked  in  for 
5  years,  monetary  policy  must  bear  almost  the  entire  burden. 

Monetary  management  was  never  an  easy  job  and  nowadays, 
with  the  financial  markets  more  complex  and  more  global  than 
they  ever  were  before,  it  is  harder  than  ever.  To  complicate  that, 
as  Chairman  Greenspan  has  noted  a  number  of  times,  the  tradi- 
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tional  monetary  aggregates,  the  so-called  "M's,"  are  currently  of  rel- 
atively little  use  as  guideposts  to  monetary  policymakers. 

So  the  Fed  really  has  no  choice  but  to  watch  everything  and 
make  its  best  judgments  about  when  the  economy  needs  to  be 
spurred  on  and  when  it  needs  to  be  reined  in  to  guard  against  in- 
flation. 

Nowadays,  changes  in  the  Federal  Funds  rate  are  the  normal  ve- 
hicle for  putting  such  decisions  into  effect. 

That  very  brief  characterization  of  monetary  policy  seems  to  en- 
capsulate the  way  the  Fed  has  been  conducting  its  business  lately. 
And  it's  a  framework,  I  must  say,  with  which  I  feel  quite  com- 
fortable. 

At  this  juncture  in  history,  no  one  on  the  FOMC  can  afford  to 
be  dogmatic,  nor  to  swear  allegiance  to  any  particular  indicator. 

But  the  techniques  of  monetary  policy  are  far  less  important 
than  the  gdals.  What  should  the  Fed's  objectives  be? 

To  me,  this  is  a  very,  very  easy  question,  for  Congress  has  pre- 
scribed them  for  the  Fed  in  the  Federal  Reserve  Act,  as  amended, 
and  I  just  want  to  quote  the  words  exactly.  It  says: 

To  promote  effectively  the  goals  of  maximum  employment,  stable  prices,  and  mod- 
erate long-term  interest  rates. 

And  I  just  want  to  say  a  few  words  about  each,  and  especially 
about  stable  prices. 

The  phrase  "maximum  employment"  cannot  be  taken  literally.  In 
principle,  everv  person  in  America  could  be  working,  but  that's 
hardly  desirable.  A  large,  dynamic  economy  like  ours  will  always 
have  millions  of  people  who  are,  in  a  literal  sense,  between  jobs. 
They  may  be  looking  to  improve  their  prospects;  they  may  have  re- 
cently lost  their  jobs  and  are  looking  for  new  ones;  they  may  have 
skills  which  don't  match  very  well  the  available  jobs  and  therefore 
need  retraining,  and  a  variety  of  other  things. 

So  economists  say  that,  at  any  point  in  time,  the  economy  has 
a  so-called  natural  rate  of  unemployment  which,  to  a  first  approxi- 
mation, and  this  is  the  important  point,  cannot  be  changed  by  mon- 
etary or  fiscal  policy.  I  interpret  the  goal  of  maximum  employment 
to  mean  limiting  unemployment  to  this  natural  rate. 

Mr.  Chairman,  you  said  it  exactly  right  when  you  used  the 
phrase,  "all  the  growth  we  can  without  igniting  an  inflation  prob- 
lem." That's  exactly  what  I  take  maximum  employment  to  mean. 

To  a  significant  extent,  the  second  of  the  three  things  in  the  Fed- 
eral Reserve  Act,  moderate  long-term  interest  rates,  follows  directly 
from  stable  prices;  and  I  am  coming  to  that  in  just  a  moment. 

I  only  wanted  to  mention,  however,  that  interest  rates,  long-term 
or  short-term,  have  a  real  component  as  well.  The  plain  fact  is  that 
while  monetary  policy  has  a  profound  effect  on  long-term  inflation- 
ary expectations,  its  influence  on  real  long-term  interest  rates  is  in- 
direct and  muted. 

Many  other  factors,  such  as  the  balance  of  private  saving  and  in- 
vestment, and  importantly,  the  prospects  for  the  Federal  budget, 
have  larger  effects  on  long-term  real  interest  rates.  And  in  this  re- 
spect, I  have  been  very  proud  to  be  associated  with  the  Clinton  Ad- 
ministration's efforts  to  bring  down  the  Federal  budget  deficit 
along  with  the  Congress. 
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Let  me  now  come  to  "stable  prices,"  the  phrased  used  in  the  Fed- 
eral Reserve  Act. 

This  translates  directly  into  low  inflation.  Some  would  even  say 
zero  inflation,  but  that's  a  more  illusive  concept  than  it  seems  at 
first.  Different  measures  of  inflation  give  you  different  readings. 

For  example,  over  the  last  year,  the  core  CPI  inflation — by  core, 
I  mean  excluding  food  and  energy — has  increased  2.9  percent.  The 
core  producer  price  index  has  increased  just  0.4  percent.  And  the 
GDP  deflator  has  increased  just  1.9  percent. 

Those  are  three  different  numbers,  three  measures  of  inflation, 
but  they  all  share  one  thing  in  common.  Each  of  them  is  at  or  very 
near  the  lowest  readings  recorded  in  a  generation. 

This  country  has  indeed  made  great  strides  in  reducing  inflation 
and  this  achievement  should  neither  be  forgotten  nor  belittled. 

A  second  set  of  complications  in  defining  what  we  mean  by  stable 
prices  stems  from  measurement  problems  that  make  conventional 
price  indexes  overstate  inflation.  Among  these  are  difficulties  in  ac- 
counting for  quality  improvements  and  for  the  introduction  of  new 
products,  and  also  consumers'  quite  intelligent  tendencies  to  shift 
their  spending  toward  products  and  toward  sales  outlets  where 
prices  are  rising  less  rapidly  than  average,  and  away  from  those 
where  they're  rising  more  rapidly  than  average. 

For  all  of  these  reasons,  analysts  believe  that  the  consumer  price 
index,  for  example,  may  overstate  inflation  by  something  between 
half  a  percentage  point  a  year  and  1.5  percentage  points  a  year. 

So  just  as  zero  measured  unemployment  would  be  an  inappropri- 
ate translation  of  the  phrase  "maximum  employment,"  zero  meas- 
ured inflation  would  be  an  inappropriate  translation  of  the  phrase 
"stable  prices." 

Chairman  Greenspan  has  said  that  his  working  definition  of  sta- 
ble prices  is  when  inflationary  expectations  do  not  play  a  role  in 
household  and  business  decisions.  I  have  often,  in  conversation, 
used  a  similar  definition  that  zero  inflation  is  when  ordinary  people 
stop  talking  about  inflation.  By  either  of  these  definitions,  to  me, 
the  United  States  now  looks  to  be  close  to,  but  not  quite  at,  stable 
prices. 

Since  I  have  been  accused  of  being  "soft  on  inflation,"  I'd  like  to 
take  a  few  minutes,  if  you  will  allow  me,  to  clarify  my  views  on 
that  very  important  subject. 

First,  it  is  clear  that  lower  inflation  is  always  better  than  higher 
inflation,  at  least  until  we  reach  zero  true  inflation,  whatever 
measured  inflation  that  might  correspond  to. 

In  a  book  of  mine,  which  has  been  cited  as  evidence  that  I  am 
a  friend  of  inflation,  and  from  which  Senator  D'Amato  just  kindly 
quoted,  I  wrote  the  following: 

Inflation  does  indeed  bring  losses  of  efliciency.  It  also  makes  people  feel  insecure 
and  unhappy.  We  would  no  doubt  be  better  ofl"  without  it. 

Now,  somehow,  some  people  have  read  that  and  said  that  that's 
evidence  that  I  am  a  friend  of  inflation.  I  am  not  quite  sure  how 
you  get  that  from  statements  like  that.  But  let  me  say  that,  to  me, 
the  only  real  questions  are:  how  low  should  we  try  to  push  inflation 
and  how  fast?  At  what  point  is  the  benefit  of  further  inflation  re- 
duction worth  the  incremental  cost  of  achieving  it? 
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And  that  brings  me  to  my  second  point,  which  is  that  there  is 
no  magic  bullet  for  fighting  inflation.  The  painful  truth  is  that  re- 
ducing inflation  is  costly.  This  country  paid  a  very  high  price,  a 
deep  and  long  recession,  to  bring  inflation  down  from  about  10  per- 
cent to  about  4  percent  in  the  early  1980's.  But  that  price  was  nec- 
essary because  double-digit  inflation  was  intolerable. 

Then,  after  we  overshot  normal  capacity  and  inflation  crept  back 
up  above  5  percent  in  1989  and  1990,  we  suffered  through  another, 
though  smaller,  recession  to  bring  it  back  down  to  the  current  level 
of  something  below  3  percent. 

These  costs,  as  you  Members  of  the  Committee  have  stated,  are 
not  abstract  costs.  It  means  that  millions  of  people  lost  their  jobs 
by  enlisting  in  the  battle  against  inflation,  some  of  them  for  long 
periods  of  time.  And  we  shouldn't  forget  that.  Having  paid  that 
price  to  achieve  these  gains  on  the  inflation  front,  it  would,  in  my 
estimation,  now  be  sheer  folly  to  squander  them.  There  is  simply 
no  good  reason  to  push  the  economy  beyond  its  normal  capacity 
and  into  the  inflationary  zone. 

Any  job  gains  we  enjoyed  in  the  short  run  would  be  balanced  by 
job  losses  later. 

If  unemployment  is  to  be  pushed  down  below  what  is  currently 
estimated  as  the  natural  rate,  and  I  think  we  should  try  to  do  that, 
it  must  be  done  by  structural  policies,  like  education  and  training 
and  things  like  that,  not  by  monetary  policy. 

Third,  short  run  fluctuations  in  inflation  depend  on  more  than 
just  monetary  policv.  Fiscal  policy,  through  its  affects  on  aggregate 
demand,  can  be  eitner  inflationary  or  disinflationary.  Food  and  en- 
ergy prices,  which  are  largely,  though  not  entirely,  beyond  our  con- 
trol, may  push  inflation  up  or  down  for  a  while.  Sometimes  we  are 
lucky  and  inflation  declines,  as  in  1985-86  and  again  last  year. 
Sometimes  we  are  unlucky,  as  when  OPEC  struck  in  1973-74,  and 
in  1979-80,  when  inflation  shot  up. 

If  monetary  policy  is  used  effectively  to  cut  our  inflation  losses 
when  luck  runs  against  us  and  pocket  the  gains  when  good  fortune 
runs  our  way,  then  we  can  continue  to  chip  away  at  the  inflation 
rate,  which  is  already  low,  and  make  sure  it  continues  down. 

Fourth,  and  finally — this  is  my  last  point  on  inflation — there 
really  is  wisdom  in  the  old  adage  that  where  you  stand  depends  on 
where  you  sit.  The  Federal  Reserve  is  society's  ultimate  bulwark 
against  inflation.  That's  a  stark  fact  that  I  think  gives  every  mem- 
ber of  the  Board  a  special  responsibility  that  I,  for  example,  never 
had  as  an  outsider. 

It  is  the  reason  I  think  that  Congress  wisely  gave  the  Fed  so 
much  political  independence.  Congress'  intent  was,  pretty  clearly, 
to  ensure  that  the  Fed  would  be  able  to  take  the  long  view  and  ao 
what  is  best  for  the  economy,  passing  up  opportunities  for  short 
run  gains  if  they  came  at  the  expense  of  the  economy's  long  run 
interests. 

If  you  take  that  long  view,  there  really  are  no  conflicts  among 
the  three  goals  that  Congress  gave  the  Fed:  maximum  employment, 
stable  prices,  and  moderate  long-term  interest  rates. 

Mr.  Chairman,  given  what  I  have  just  said,  it  won't  surprise  you 
to  learn  that  I  am  strongly  supportive  of  the  independence  of  the 
Fed.  And  the  main  reason  for  that  is  simple:  I  think  an  independ- 
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ent  central  bank  is  best  for  the  long  run  economic  welfare  of  the 
country.  But  independence  need  not  and  should  not  mean  arro- 
gance, insensitivity,  or  lack  of  accountability.  The  Fed  should  not 
be  watching  election  returns  or  public  opinion  polls,  but  it  should 
be  watching  the  economic  well-being  of  the  average  American.  And 
it  should  always  remember  that  it  has  260  million  clients. 

The  American  people  do  not  want  inflation,  and  they  do  want 
jobs.  That's  what  Congress  has  asked  the  Fed  to  deliver,  and  that's 
what  it  should  try  to  do.  Yes,  the  Fed  is  judged  everyday  by  the 
financial  markets,  but  these  are  fleeting  evaluations.  Its  ultimate 
judges  are  the  public  and  history.  In  fact,  I  believe  that  the  ulti- 
mate long  run  verdicts  of  the  markets,  of  the  public,  and  of  history 
will  all  be  the  same. 

Independence  of  the  central  bank  also  need  not  and  should  not 
mean  mystery.  The  minutiae  of  central  banking  will  always  be 
mysterious  to  most  people,  nor  do  they  much  care.  But  the  Fed's 
basic  decisions  about  monetary  policy  affect  almost  everyone.  And 
while  the  process  of  reaching  them  is  best  conducted  in  private,  so 
that  frank  interchange  is  encouraged,  the  decisions  themselves 
should  be  transparent. 

In  this  regard,  I  heartily  applaud  the  Fed's  recent  practice  of  an- 
nouncing FOMC  decisions  explicitly  and  promptly,  rather  than 
leave  markets  guessing  while  professional  Fed  watchers  divine  its 
intentions.  It  is  a  step  I  have  long  advocated,  and  I  hope  it  will  be 
made  a  permanent  part  of  the  Fed's  operating  procedures. 

Indeed,  I  think  the  Fed  can  do  a  better  job  than  it  has  to  date 
of  explaining  its  goals  and  policies  to  the  American  people,  and  I 
would  welcome  the  opportunity  to  assist  in  getting  that  done. 

Mr.  Chairman  and  Members  of  the  Committee,  I  thank  you  for 
listening.  I  hope  this  statement  has  conveyed  to  you  my  basic  views 
on  monetary  policy,  and  I'd  now  be  happy  to  answer  any  questions 
you  may  have. 

The  Chairman.  Thank  you  very  much,  and  of  course,  we  will 
make  your  full  statement  a  part  of  the  record. 

As  you  have  watched  the  recent  upward  adjustments  in  mone- 
tary policy  rates  by  the  Fed,  have  you  been  surprised  as  to  what 
the  market  reaction  has  been?  I  mean,  as  a  scholar  and  as  a  stu- 
dent of  these  issues,  you  must  have  had  an  expectation  as  these 
policy  moves  were  put  in  place  as  to  what  the  effect  would  be.  But 
as  you  watched  them  play  out,  have  they  sort  of  played  out  as  you 
imagined,  or  are  we  seeing  things  that  perhaps  are  outside  of  wnat 
you  might  have  thought  would  be  the  case? 

Mr.  Blinder.  On  the  effects  of  the  Fed's  actions  on  long-term  in- 
terest rates,  I  was  certainly  surprised.  I  think  most  observers  of  fi- 
nancial markets  were  surprised. 

The  historic  norm  is  for  long-term  interest  rates  to  move  in  the 
same  direction  as  short-term  interest  rates,  but  by  a  smaller  mag- 
nitude. Sometimes,  in  fact,  they  go  the  other  way.  Occasionally, 
long-term  interest  rates  fall  when  short-term  interest  rates  rise. 
There  are  historical  cases  in  which  that  has  happened.  But  the  his- 
torical norm  is  certainly  for  them  to  rise,  but  by  much  less  than 
the  increase  in  short-term  interest  rates. 

What  we  have  seen  in  this  recent  episode,  since  early  February, 
is  about  75  basis  points  on  short-term  interest  rates,  on  the  Fed- 
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eral  funds  rate,  let's  say,  but  110  basis  points  or  so  on  long-term 
interest  rates,  the  10-year  or  30-year  bond  rate,  and  as  you  noted 
a  few  minutes  ago,  even  more  than  that  on  home  mortgage  rates. 

It's  not  historically  unprecedented  for  certain,  but  it's  historically 
unusual  and,  yes,  there  was  some  surprise  in  that. 

The  Chairman,  What  do  you  make  of  that?  Having  seen  that 
now  sort  of  come  in  differently  than  we  might  have  expected  it 
would,  what's  your  interpretation  of  that? 

Mr.  Blinder.  There  are  a  number  of  possible  factors  that  could 
have  driven  the  market  interest  rates  up  to  the  extent  that  they 
did. 

One  hjrpothesis,  and  I  think  it's  a  leading  hypothesis,  is  that 
while  this  was  all  going  on — starting  in  fact  before  this  was  going 
on,  before  the  Fed  started  moving  but  continuing  through  the  Fed's 
move  and  even  continuing  to  today — ^there  have  been  increasing 
perceptions  in  financial  markets,  in  America  and  all  over  the  world, 
about  the  strength  of  the  U.S.  economy,  how  fast  it's  likely  to  grow 
in  the  short  and  intermediate  run. 

Now  I  think  some  of  these  perceptions  may  have  been  exagger- 
ated in  fact.  Many  people  got  too  excited  at  the  7  percent  growth 
rate  in  the  fourth  quarter,  which  was  never  going  to  be  sustained. 

It  is  nonetheless  a  fact,  I  think,  that  most  private  sector  fore- 
casters marked  up  their  forecasts  between,  say,  last  December  and 
now,  or  between  January  and  April.  So  there  was  a  feeling  that  the 
U.S.  economy  was  doing  better  than  people  thought  a  few  months 
ago.  When  something  like  that  happens,  it  can  trip  off  two  kinds 
of  beliefs  that  affect  long-term  interest  rates. 

One  has  to  do  with  the  real  demand  for  credit.  If  you  think  the 
economy  is  going  to  grow  faster  than  you  thought  a  few  months 
ago,  that  means  vou  believe  the  demands  for  credit  will  be  growing 
faster  than  you  thought  a  few  months  ago. 

So  the  real  component  of  the  long-term  interest  rate,  to  which  I 
made  reference  a  few  minutes  ago,  will  rise.  And  I  think  a  great 
deal  of  this  recent  run  up  in  interest  rate  had  to  do  with  that. 

Now  you  could  ask  very  well,  was  this  warranted?  Maybe  it  was, 
maybe  it  wasn't.  But  I  think  it  had  a  great  deal  to  do  with  the  rise. 

The  second  kind  of  belief  that  economic  strength  trips  off  in  peo- 
ple's minds  is  about  inflation.  The  critical 

Senator  DODD.  If  I  could  just  interrupt  you,  you  have  answered 
our  question.  Was  it  warranted.  I  mean  what's  your  opinion  of 
that? 

Mr.  Blinder.  I  believe  it  was  warranted  as  to  direction  and  most 
likely  the  magnitudes  were  exaggerated.  Now  that's  a  hard  ques- 
tion to  answer  because  different  people  have  different  beliefs,  so 
when  I  say  the  magnitudes  were  exaggerated,  there  are  no  doubt 
many  people  who  didn't  have  exaggerated  views. 

But  I  can  tell  you  that  as  we  saw  these  data  coming  in  at  the 
Council  of  Economic  Advisers,  we  did  not  find  them  terribly  sur- 
prising, given  our  basic  outlook  for  where  the  economy  was  going 
in  the  short  run.  A  little  bit  on  the  optimistic  side,  but  only  a  little 
bit. 

Now,  as  I  was  saying,  the  other  kind  of  belief  this  can  trip  off 
in  people's  mind  is  greater  worries  about  inflation. 
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First,  of  all,  I  think,  as  a  short  run  matter,  those  who  harbor 
such  fears  have  exaggerated  fears. 

Second,  I  don't  think  the  main  issue  is  in  the  short  run.  I  don't 
think  in  fact  that  many  market  participants  harbor  inflation  fears 
for  the  very  short  run.  So  let  me  say  a  little  bit  about  each. 

The  indicators  we  have,  the  current  readings  on  inflation  and  the 
best  indications  we  have  of  what's  on  the  short-term  horizon,  do 
not  indicate  any  acceleration  of  inflation. 

The  issue  really  is  what  is  coming  up  on  the  horizon  a  year  or 
two  later.  And  here  the  question  that  Senator  Sarbanes  raised  in 
his  opening  statement  is  critical.  How  fast  is  the  economy  growing 
relative  to  the  speed  at  which  capacity  is  growing?  How  quickly  are 
we  closing  the  gap  between  actual  GDP  and  capacity  GDP?  And  by 
capacity,  I  don't  mean  the  limit  of  what  the  economy  could 
produce — we  are  nowhere  near  that,  but  the  normal  operating 
rates  of  companies  above  which  inflationary  pressures  begin  to 
mount. 

There's  a  wide  range  of  opinion  on  that  issue  right  now.  My  own 
view  is,  to  some  extent,  agnostic  but  not  completely.  I  think  some 

Eeople  are  voicing  very  strong  views  on  this  issue,  which  I  would 
e  inclined  to  reject.  But  that  nonetheless  leaves  a  reasonable 
range  for  people  to  disagree  over,  for  example,  how  long  could  the 
economy  grow  at,  say,  3  percent  before  reaching  capacitv. 

Some  people  might  say  only  about  a  year.  Some  people  might  say 
2  years.  I  suppose  there  are  people  who  would  say  more  than  that. 
I  wonder  about  that.  But  I  think  there's  reasonable  room  for  dis- 
agreement in  that  kind  of  a  range. 

And  so  there  are  people,  I  think,  who  may  have  extrapolated  re- 
cent high  growth  rates  too  far  into  the  future,  and  have  visions  of 
the  economy  shooting  through  its  capacity  into  the  inflationary 
zone  not  3  months  from  now,  not  6  months  from  now,  but  a  year 
from  now,  or  15  months  from  now,  or  a  year  and  a  half  from  now. 

The  Chairman.  I  want  you  to  be  complete,  but  I  don't  want  to 
have  all  my  time  used  on  just  this  one  matter,  because  I  want  to 
go  to  a  next  phase  of  that  question. 

So  let  me  give  you  a  minute  just  to  finish  that,  and  then  I 
want 

Mr.  Blinder.  I  can  stop  there,  if  you  like. 

The  Chairman.  All  right.  Let  me  tell  you  the  concern  I  have  at 
this  point. 

I've  talked  with  many  families  out  there  that  are  trying  to  buy 
a  house — maybe  they've  waited  a  long  time  to  sort  of  get  their  fi- 
nancial footing,  and  have  the  economy  show  some  additional 
strength  and  so  forth,  and  have  a  little  more  job  security — who've 
been  waiting  to  buy  a  house  or  maybe  to  trade  up  because  they're 
in  too  small  a  house  and  their  family  has  grown.  All  of  a  sudden 
the  interest  rates  have  gone  up.  Long  rates  have  gone  up  an  abnor- 
mally large  amount  from  these  more  modest,  short-term  Fed  policv 
rate  adjustments.  To  them,  that's  inflationary.  I  mean,  as  they  look 
at  it,  that's  an  element  of  inflation  to  them,  especially  if  it's  an  un- 
warranted premium  that's  coming  into  those  long  ranges. 

I  think  inflation  is  sort  of  in  the  eye  of  the  beholder.  I  mean, 
there's  a  lot  of  different  ways  to  decide  what  is  or  what  isn't  infla- 
tion, but  to  somebody  who  is  thinking  they  might  finance  at  7  per- 
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cent  and  is  now  looking  at  8.5  percent,  that's  a  price  inflation  in 
the  interest  rate  that  may  in  fact  prevent  them  from  financing 
right  now. 

Senator  Sarbanes.  Mr.  Chairman,  would  you  yield  on  that  point? 
I  want  to  visually  demonstrate  the  point  you're  making. 

These  are  the  mortgage  interest  rates,  30-year  conventional  per- 
cent. The  week  of  February  4,  it  was  just  under  7  percent. 

The  Chairman.  That's  our  joint  birthday. 

Senator  Sarbanes.  That's  right. 

The  Chairman.  Coincidentally. 

Senator  Sarbanes.  And  the  week  of  April  22,  8.49  percent.  Now 
that's  exactly  the  point  you  were  just  making.  This  is  what  these 
people  have  come  up  against,  and  of  course 

Senator  Dodd.  My  birthday's  on  May  27. 

[Laughter.] 

Senator  Sarbanes.  You're  going  to  be  off  the  chart.  You  better 
get  your  mortgage  now. 

Senator  DoDD.  I  did. 

Senator  Sarbanes.  This  jump  from  7  to  8.5  percent,  if  you  have 
$100,000  mortgage,  is  a  jump  from  $660  to  $770  a  month  in  your 
monthly  payment. 

The  Chairman.  Well,  I  make  the  point  not  to  be  dogmatic  the 
other  way,  but  I  sometimes  am  concerned  that  there  are  people 
that  may  be.  Fed  policymakers  that  don't  understand  that  high  in- 
terest rates  can  also  be  inflationary.  I  mean,  it  can  be,  all  this  sort 
of  cross-connects. 

What  I  am  really  interested  in  is  where  we  go  from  here,  and 
whether  we  would  likely  see  further  upward  adjustments  in  Fed 
rates  maybe  again  having  an  unintended  and  perverse  effect,  but 
instead  of  bringing  down  long  rates  or  raising  long  rates  a  lesser 
amount  than  the  short-term  rates  go  up,  that  lo  and  behold,  you 
get  this  double  whammy.  You  have  a  smaller  short-term  rate  in- 
crease and  you  get  an  amplification  in  the  long  rates,  and  then  all 
of  a  sudden,  you're  running  into  all  kinds  of  problems  with  home 
equity  loans,  car  loans,  house  loans,  other  things.  And  I  don't  think 
we  need  that  at  this  point,  and  I  am  wondering  where  do  you  think 
we  are  here?  In  other  words,  if  another  adjustment  were  to  jack  up 
long  rates,  is  that  a  wise  policy  prescription  now? 

Mr.  Blinder.  Senator,  just  as  I  said,  I  found  it  quite  surprising 
that  long  rates  jumped  up  as  much  as  they  did  in  response  to  what 
was,  after  all,  a  quite  modest  rise  in  short  rates,  especially  at  the 
beginning.  It  was  only  25  basis  points  at  the  beginning. 

Just  as  I  said  that,  I  would  certainly  not  anticipate,  looking  for- 
ward, that  if  the  Fed  were  to  raise  short-term  interest  rates  again, 
that  we  would  have  the  kind  of  magnified  reaction. 

This  is,  as  I  said,  not  the  historic  norm  by  any  stretch.  That's 
sort  of  why  I  ran  on  so  long  explaining  what  I  thought  might  be 
happening  in  the  current  context. 

'The  answer  to  the  implicit  second  part  of  your  question  is: 
Should  there  be  such  a  magnified  reaction  of  long  rates  to  short 
rates  again,  I  think  there's  very  little  doubt  that  that  would  have 
a  slowing  effect  on  the  economy.  It's  not  what  I  would  anticipate 
in  terms  of 
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The  Chairman.  Of  course,  it's  what  you  didn't  anticipate  the  last 
time  either,  so 

Mr.  Blinder.  I  was  about  to  say,  markets  are  full  of  surprises. 
I  didn't  anticipate  the  last  one,  and  nobody  could  sit  here  con- 
fidently and  say,  no,  it  will  not  happen  again.  Nobody  can  say  that. 

The  Chairman.  I  want  to  do  just  one,  quick  follow-up  and  I  won't 
trespass  on  the  time  of  others  here  at  length.  But  what  I  don't 
want  to  see  right  now,  and  I  would  hope  that  you  would  not  want 
to  see,  is  I  don  t  want  to  see  the  economy  start  so  sputter  and  that 
we  start  to  slide  back  into  a  quasi-recession. 

We  were  in  a  recession  of  sorts  for  a  long  period  of  time,  and  in 
fact  the  time  that  it  took  to  work  our  way  back  up  to  the  same  em- 
ployment level  was  much  longer  than  has  been  true  in  other  reces- 
sions in  the  post-war  period. 

And  no  one's  quite  sure,  even  though  our  prospects  look  good, 
you  know,  how  vulnerable  we  might  be  to  getting  into  a  situation 
where  we  start  to  lose  steam  and  go  back  into  a  situation  that  I 
don't  think  any  thoughtful  person  wants  to  see  happen. 

I  guess  I  would  want  to  hear  from  you  today,  a  view  to  the  effect 
that  it  is  important  to  stay  on  a  solid  growth  path  here  into  the 
future,  and  not  go  off"  into  recession.  I  am  concerned  that  there's 
some  people  that  might  think  because  there's  been  a  needed  and 
a  valuable  repairing  of  balance  sheets  that  that  somehow  means 
the  all  clear  signal  is  out  there. 

I  don't  sense  that.  I  find  that  there  are  an  awful  lot  of  businesses 
today,  particularly  small  and  medium-sized  businesses,  as  well  as 
a  lot  of^big  businesses,  that  are  going  through  difficult  transitions, 
and  I  think  they  need  to  have  vibrancy  in  the  economy  for  a  period 
of  time  here  to  continue  to  adjust  and  to  work  off  past  problems 
and  to  get  through  some  of  these  transition  issues.  Would  that  be 
your  view? 

Mr.  Blinder.  Yes.  I  do  not  think  that  what  this  country  needs 
now  is  another  recession.  I  most  certainly  do  not  think  that. 

The  job  of  the  Federal  Reserve  now,  as  I  see  it,  is  to  assist  the 
economy.  I  don't  want  to  exaggerate  the  extent  to  which  the  Fed- 
eral Reserve  controls  the  economy,  because  it  does  not. 

The  Chairman.  I  don't  mean  to  imply  that  either. 

Mr.  Blinder.  But  to  assist  the  economy  into  gliding  back  to  ca- 
pacity. We  are  getting  closer. 

A  year  and  a  half  or  2  years  ago,  we  were  so  far  away  from  ca- 
pacity that  it  was  almost  an  irrelevant  consideration.  It  is  not  irrel- 
evant now.  We  are  getting  much  closer  to  capacity,  but  I  don't  be- 
lieve we  are  there  yet.  So  I  think  it  is  of  the  utmost  importance 
to  let  the  economy,  and  help  the  economy,  back  to  capacity  without 
overshooting. 

Now  there  is  no  perfection  in  this  business.  And  there  is  no 
doubt  that  there  will  be  errors  in  one  direction  or  another.  I  think 
it's  critical  now  that  members  of  the  Federal  Reserve  Board,  bal- 
ance the  risks,  and  I  certainly  would.  The  risks  are  not  only  one- 
sided. The  risks  are  not  only  of  going  too  far  and  having  inflation, 
nor  are  they  only  of  going  too  slowly  and  having  continued  slack. 
They  are  both.  They  are  quite  balanced  now  in  a  way  that  they 
weren't  balanced  a  year  or  two  ago.  They  were  quite  unbalanced 
then,  and  the  clear  need  was  to  grow  faster. 
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Now  they're  becoming  quite  balanced.  But  I  don't  think  we 
should  go  overboard  to  the  other  extent  and  be,  as  the  Business 
Week  headline  suggested,  "Afraid  of  Growth."  Growth  is  good  for 
this  society  as  long  as,  exactly  as  you  said,  it  doesn't  pass  the  point 
where  it  starts  tripping  off  inflation. 

The  Chairman.  Senator  Sarbanes. 

Senator  Sarbanes.  Thank  you  very  much,  Mr.  Chairman. 

I  must  say,  I  think  that  was  a  very  reasoned  discussion  of  some 
very  important  economic  issues,  and  it's  the  kind  of  discussion  that 
I  think  we  need  to  encourage,  not  only  in  policymaking  centers  but 
all  across  the  country. 

I  was  struck  when  you  said  in  your  statement  that  the  Fed  ought 
to  sort  of  explain  it's  decisions.  I  forget  exactly  how  you  put  that. 
Explaining  its  goals  and  policies. 

More  broadly  than  that,  I  think  there's  a  real  need  to  try  to  ana- 
lyze the  economic  situation.  You  know,  we  need  to  ask  the  kinds 
of  questions  that  are  being  asked  in  this  article.  Are  we  unreason- 
ably afraid  of  growth  or  changes  taking  place  that  in  effect  would 
enable  us  to  have  a  different  analysis  for  the  economy. 

Let  me  just  underscore  one  point.  You  said  in  your  statement, 
analysts  believe  that  the  CPI,  for  example,  may  overstate  inflation 
by  between  .V2  and  IV2  percent  per  annum.  Now  you're  not  out 
there  by  yourself  on  that. 

Let  me  read  you  this  exchange  I  had  with  Chairman  Greenspan. 

I  said  to  him: 

Now  I  also  understand  that  the  Bureau  of  Labor  Statistics  has  done  some  studies 
published  in  the  Monthly  Labor  Review,  which  suggest  that  the  inflation  figure  of 
2.7  percent,  which  was  what  the  figure  was  for  last  year,  it's  now  even  lower  on 
a  year  to  year  basis,  could  actually  overstate  the  actual  inflation  rate  by  as  much 
as  V2  a  percentage  point.  Are  you  familiar  with  those  studies? 

Chairman  Greenspan  replied  that  he  was  and  that,  in  fact,  their  view  is  that  they 
suspect  that  the  adjustment  may  be  even  more  than  that. 

Then  I  asked: 

And  is  that  based  on  some  studies  which  the  Fed  staff  has  done? 

Chairman  Greenspan  answered  yes.  He  explained  that  the  Fed  staff  and  a  num- 
ber of  economists  in  the  private  sector  have  been  looking  at  these  data  in  some  de- 
tail. 

Then  I  said: 

Well,  now,  if  those  studies  are  accurate,  and  I  will  not,  because  time  is  limited, 
probe  into  the  factors  of  those  studies,  although,  Mr.  Chairman,  at  some  point  it 
might  be  helpful  for  us  to  do  a  hearing  that  would  do  that,  but  if  those  studies  are 
on  track,  then  it  is  quite  possible  that  we  are  reaUy  dealing  with  an  inflation  rate 
more  around  2  percent  than  2.7  percent.  Would  that  be  correct? 

Chairman  Greenspan  replied  yes,  that  is  a  CPI  inflation  rate. 

The  point  I  was  making  earlier  with  Chairman  Ovey  is  that  if 
one  looks  at  the  broader  inflation  rate,  it  is  probably  less  than  that, 
even  less  than  2  percent. 

So  as  we  consider  this  inflation  question,  if  in  fact  the  current 
measurements  are  overstating  it,  we  need  for  people  to  understand 
and  to  comprehend  that. 

Now  Chairman  Riegle  made  reference  to  the  potential  inflation- 
ary impact  of  the  rise  in  interest  rates  itself  I  just  came  from  a 
hearing  with  the  Bureau  of  Labor  Statistics  where  they  reported 
the  monthly  unemployment  figure,  which  has  dropped  a  tenth  of  a 
point  to  6.4  percent,  with  some  good  job  growth  last  month. 
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But  we  pursued  this  impact  of  higher  interest  rates  on  the  CPI. 
Now,  as  it  turns  out,  the  only  direct  measurement  in  the  CPI  of 
the  impact  of  interest  rates  is  the  cost  of  financing  the  purchases 
of  automobiles. 

And  according  to  the  BLS,  a  20  percent  increase  in  interest  rates 
on  auto  loans  irom  say  8  percent  to  9.6  percent,  would  raise  the 
inflation  rate  by  a  tenth  of  a  point. 

There  are  other  ways  of  course  higher  interest  rates  would  raise 
the  inflation  rate.  They  raise  business  costs,  they  raise  home  own- 
ership costs. 

Now  we  are  measuring  home  ownership  in  a  different  way.  We 
impute  the  rental  value.  But  if  we  did  it  the  old  way,  of  course  an 
increase  of  the  sort  that  I  showed  on  that  chart  represents  a  17 
percent  increase  in  the  monthly  carrying  charge  for  that  mortgage. 

Now  if  that  applied  to  all  housing  costs,  you  d  get  almost  a  5  per- 
cent increase  in  the  CPI.  Obviously  it  doesn't  apply  to  all  housing 
costs,  but  if  applied  at  10  percent  only  of  the  housing  costs,  you'd 
get  a  V2  a  point  increase  in  the  CPI. 

The  Chairman.  And  might  I  just  say  that  would  include  home 
equity  loans  as  apart  from  new  originations  of  mortgages  because 
a  lot  of  those  are  cranking  up  right  now,  so  you  have  got  that  built- 
in  effect.  The  rise  in  interest  rates  automaticallv  starts  to  get 
passed  through  to  a  lot  of  home  equity  loan  holders  and  people 
with  ARM'S. 

Senator  Sarbanes.  That's  right.  I  was  going  to  add  that.  The  ad- 
justable rate  mortgages  as  well. 

So  we  have  always  regarded  this  interest  rate  question  as  slow- 
ing the  economy,  impacting  on  the  speed  and  movement  of  the 
economy,  but  it  also,  in  and  of  itself,  it  seems  to  me,  has  an  infla- 
tionary component  to  it.  I  wonder  if  you  have  any  observations  on 
that  particular  issue? 

Mr.  Blinder.  Yes,  I  will  be  glad  to  Senator,  especially  if  you'll 
stop  me  short  if  I  start  devolving  into  techno-babble.  I  will  try  to 
not  do  that. 

Senator  Sarbanes.  The  other  thing,  as  Chairman  Riegle  noted, 
I  know  you're  used  to  speaking  in  50-minute  clips  when  you  give 
a  lecture. 

[Laughter.] 

We  need  to  ask  some  additional  questions  here,  so  I'd  add  that 
point. 

Mr.  Blinder.  But  I  get  a  lot  of  ideas  out  in  those  50  minutes. 

[Laughter.] 

I  will  be  much  shorter  than  that. 

When  interest  costs  of  businesses  rise  from  one  level  to  another 
level,  the  business  will  experience  a  one-time  increase  in  cost.  That 
will  presumably  translate  into  a  one-time  increase  in  prices,  prob- 
ably with  a  lag.  It  doesn't  happen  in  an  instant. 

In  order  for  interest  rates,  through  the  mechanisms  you  were 
speaking  of,  to  actually  be  an  engine  pushing  up  inflation,  that  is 
the  change  of  prices,  the  interest  rates  would  have  to  be  racing  up- 
ward, upward,  upward,  upward,  rather  than  just  going  up  once  and 
leveling  off. 

The  second  part  of  the  answer  is  that  there  is  a  substantial 
amount  of  evidence  in  econometric  models,   and  here's   where  I 
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apologize  especially  for  the  techno-babble,  that  when  you  look  at 
the  direct — what  I  would  call  the  cost  push — effects  of  interest 
rates,  which  is  what  you  were  just  referring  to,  and  the  effects  of 
higher  interest  rates  or  tightening  of  monetary  policy  on  inflation 
indirectly  through  aggregate  demand  and  the  balance  of  supply  and 
demand  in  the  economy,  I  think  the  evidence  is  pretty  overwnelm- 
ing  that  on  balance  a  tightening  of  monetary  policy  or  an  increase 
in  interest  rates  would  be  a  restraining  influence  on  inflation,  not- 
withstanding the  cost  push  impact  that  you  just  mentioned. 

Senator  Sarbanes.  Now  of  course,  I  would  regard  this  movement 
in  the  mortgage  interest  rates  as  racing  upward  and  upward.  It 
may  not  go  on,  but  certainly  that  movement  from  where  this  arrow 
is  right  here,  which  is  3  months  ago  only,  to  where  it  is  now  would 
meet  my  definition  of  racing  upward  ana  upward. 

Mr.  Blinder.  Well,  absolutely.  What  I  meant  by  that  is  continu- 
ing to  race  upward.  We  certainly  don't  expect  it  to  be  moving  up- 
ward at  that  kind  of  a  clip  for  very  long. 

Senator  Sarbanes.  I  want  to  throw  out  a  thought  I  had,  and  I'd 
be  interested  in  your  views. 

I  am  increasingly  concerned  by  the  extent  to  which  there  seem 
to  be  these  overreactions  to  the  latest  monthly  figures.  Now  all 
these  fellows  are  sitting  over  here  at  the  table,  waiting  for  you  to 
say  something  that  would  warrant  them  bolting  from  the  room  and 
racing  to  the  telephone  and  putting  in  the  call,  and  then  the  mar- 
ket will  move  one  way  or  another. 

But  increasingly  now,  we  are  getting  this  volatility  playing  off 
of— you  know,  the  latest  CPI  figure,  the  latest  unemployment  rate. 
We  get  some  good  job  reports,  so  you  get  good  news,  and  then  you 
get  a  bad  news  reaction  to  it,  so  to  speak.  And  there's  all  this 
churning  of  the  markets  that  seems  to  be  going  on  all  the  time, 
without  reference  to  more  basic  medium-  or  longer-term  trends.  In 
fact,  the  long-term  trends  are  all  very  good. 

I  mean  the  core  inflation  rate  in  1990  was  5.2  percent.  In  1991, 
it  was  4.4  percent.  In  1992,  3.3  percent.  In  1993,  3.2  percent,  and 
for  the  12  months  just  ended  in  March,  it  was  2.9  percent. 

The  producer  price  index  is  even  better  than  that,  much  better. 
I  don't  know  what  can  be  done  about  it,  but  I  think  this  constant 
instantaneous  reaction  to  yet  the  latest  little  bit  of  economic  news, 
which  isn't  factored  into  a  more  comprehensive  look  or  more  of  a 
pattern,  it  just  moves  around  a  little  bit,  I  am  increasingly  con- 
cerned about  it. 

But  you  get  this  tremendous  volatility,  you  get  all  this  churning 
in  the  markets.  I  take  it  some  probably  make  significant  moneys 
out  of  playing  off  of  that  volatility  and  that  churning,  and  therefore 
it's  advantageous  to  them.  But  I  don't  see  any  benefit  that  accrues 
to  the  long-term  or  even  medium-term  economic  objectives  of  the 
society. 

Mr.  Blinder.  The  participants  in  financial  markets,  as  you 
know.  Senator,  are  constantly  searching  for  news  of  some  sort.  A 
long-term  trend,  such  as  what  you  iust  cited,  is  of  course  much 
more  important  to  the  long  run  well  being  of  the  society  of  the 
economy  or  anything.  But  long-term  trends  like  that,  almost  by  def- 
inition, are  not  news.  They  don't  change  in  a  day.  They  certainly 
don't  change  in  15  minutes. 
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In  financial  markets,  there  is  a  premium  on  being  there  first  and 
reacting  in  the  correct  direction  to  the  latest  news. 

Now  you  say  a  lot  of  money  is  made  on  that  and,  yes,  a  lot  of 
money  is  also  lost  on  that.  There  is  usually  someone  on  the  other 
side.  If  someone  is  making  money,  someone  is  losing  money.  So 
market  participants  are  constantly  searching  around  for  scraps  of 
news  and,  as  you  suggested,  I  will  try  not  to  add  any  scraps  in  an- 
swering your  question. 

You  will  remember,  Senator,  that  it  was  not  that  long  ago  that 
people  used  to  dote  on  the  Fed's  announcement  of  the  weekly 
money  supply  figures — the  weekly.  That  used  to  be  the  big  news 
that  hit  the  market  every  week.  And  markets  reacted  very  strongly 
to  weekly  measurements,  most  of  which  most  of  us  thought  were 
mainly  measurement  errors  at  a  weekly  frequency.  But  markets 
moved  on  them  anyway.  They  do  not  move  on  them  anymore.  The 
weekly  money  figures  hit.  The  Fed  is  still  announcing  them — or 
rather  monthly,  I  should  say.  They  are  not  really  big  news  any 
longer. 

The  markets  are  now  responding  to  a  variety  of  other  things,  in- 
cluding some  of  the  things  that  you  mentioned. 

It  is  worth  mentioning,  however,  that  despite  impressions  to  the 
contrary — and  these  impressions  always  come  back  when  you  have 
walked  through  or  lived  through  a  period  of  short-run  high  vola- 
tility as  we  have — there  really  is  not  any  evidence  of  a  great  in- 
crease in  volatility,  say,  in  the  1990's  compared  to  the  1980's  Or  the 
1970's  in  most  of  these  financial  markets. 

These  markets  have  been  volatile  at  short  fi*equencies  for  a  very 
long  time.  They  still  are  volatile.  They  will  probably  be  volatile  for 
as  long  as  any  of  us  are  alive. 

The  last  thing  I  would  say  about  it  is  just  to  come  back  to  your 
point  about  policy  makers,  what  really  matters  for  policy  decisions 
is  not  the  hour-to-hour  or  day-to-day  movements  in  markets,  but 
exactly  those  long-run  trends  to  which  you  were  calling  attention. 

Senator  Sarbanes.  Mr.  Chairman,  I  know  my  time  is  up.  I  just 
want  to  make  one  final  point;  it  goes  back  to  the  necessity  to  try 
to  develop  a  deeper  level  of  understanding  about 

Let  me  give  you  this  example:  When  we  got  the  GDP  figures 
most  recently,  the  GDP  figures  and  the  GDP  deflator  went  up  from 
2.3  percent  to  2.9  percent.  That  then  triggered  a  reaction  in  the 
bond  market.  The  growth  figure  was  down  to  2.6  percent  from  7 
percent. 

So  that  in  effect  should  have  been  a  reassurance  that  you  were 
not  having  a  ranging  kind  of  economy  here  moving  to  be  out  of  con- 
trol. But  everyone  looked  in  there  and  they  said,  ah,  but  the  GDP 
deflator  went  from  2.3  percent  to  2.9  percent. 

The  GDP  deflator  includes  exports,  whose  prices  went  up — large- 
ly food  because  of  the  floods,  but  those  are  goods  that  are  being 
sent  abroad  whose  price  has  gone  up — but  it  does  not  include  im- 
ports, which  of  course  as  we  have  mentioned  is  a  restraining  factor 
on  the  rise  of  prices  in  this  country. 

In  fact.  Chairman  Greenspan  in  testimony  said  that  the  better 
thing  to  look  at  is  the  deflator  in  final  sales  to  domestic  purchasers 
which  would  include  imports.  Now  if  they  had  looked  at  that 
deflator,  it  would  move  from  2.3  percent  to  2.4  percent. 
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So  what  happened  is  the  markets  reacted  off  of  a  measurement 
which  I  would  suggest  was  completely  inappropriate  because  the 
increase  in  that  measurement  was  from  the  rise  in  export  prices, 
and  that  measurement  failed  to  take  into  account  import  prices 
which  are  restraining  the  rise  in  this  country  of  domestic  prices. 

If  you  took  the  import  prices  into  account,  you  really  had  no 
movement  at  all:  2.3  percent  to  2.4  percent. 

The  Chairman.  Thank  you. 

Senator  Dodd. 

Senator  Dodd.  Thank  you  very  much,  Mr.  Chairman. 

You  are  covering  an  awful  lot  of  the  ground  on  the  inflation 
issue.  I  just  want  to  join  my  colleagues  here,  the  Chairman  and 
Senator  Sarbanes,  in  emphasizing  the  concern. 

It  is  a  national  concern,  obviously,  but  I  do  not  need  to  tell  you, 
given  your  own  familiarity  with  the  New  England  States  and  I  am 
not  going  to  focus  on  New  England.  Obviously  your  decision-mak- 
ing process  does  not  deal  in  limited  geography. 

Nonetheless,  the  legitimate  point  is  being  made  I  think  about  the 
fragility  of  the  national  recovery  that  is  exponentially  true  when 
you  start  talking  about  New  England,  and  particularly  a  State  like 
Connecticut  where  even  the  modest  recovery  that  is  occurring  is 
not  something  we  can  relate  to.  We  are  still  feeling  it  very,  very 
strongly. 

Obviously  my  constituents  feel  very  strongly  about  the  interest 
rate  hikes  and  what  that  has  meant  to  even  some  possible  improve- 
ments in  the  local  economy. 

I  am  concerned,  coming  back  now  to  the  national  perspective  on 
this,  there  is  a  very  good  article  this  morning — I  do  not  know  if  the 
Chairman  or  others  have  mentioned  it — by  Lester  Thoreaux. 

Senator  Sarbanes.  We  put  it  in  the  record. 

Senator  Dodd.  Oh,  it  is  in  the  record  already. 

You  do  not  have  to  agree  with  everything  there,  but  looking  at 
some  of  the  global  statistics,  I  think  they  are  important  in  terms 
of  wages  and  what  has  happened  and  what  is  happening  around 
the  globe. 

So  again  the  prospect  of  a  looming  inflationary  cycle  seems  un- 
warranted. But  the  erratic  behavior  of  the  Fed,  aside  from  the  neg- 
ative implications  that  it  is  creating  in  terms  of  the  currency  mar- 
kets, is  a  matter  of  immediate  concern. 

I  wonder  if  vou  might  address  what  your  thoughts  are  regarding 
the  dollar  and  currency  markets  and  whether  or  not  you  are  con- 
cerned about  the  short-  and  long-term  implications  for  the  economy 
with  what  steps  have  had  to  be  taken  in  the  last  few  days. 

Mr.  Blinder.  I  will.  Senator,  although  there  is  a  limited  amount, 
as  I  am  sure  you  can  understand,  that  I  can  say  about  that. 

If  you  will  excuse  me,  could  you  just  clarify  a  little  bit  what  you 
meant  when  you  said  "the  erratic  behavior  of  the  Fed"?  I  was  not 
quite  sure. 

Senator  Dodd.  Well,  in  a  sense,  the  anticipation  of  moving  up, 
coming  back  just  does  not  seem  to  be  well  thought  out  here  and 
explained  well — I  think  the  point  that  Senator  Sarbanes  has  made, 
and  I  think  you  made. 

I  have  a  great  deal  of  respect  for  Alan  Greenspan  and  people  at 
the  Fed,  but  there  does  not  seem  to  be  a  linkage  here  that  is  being 
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drawn  very  clearly.  Just  the  mere  anticipation.  I  mean,  the  news 
this  morning  in  anticipation  of  the  May  17  meetings  in  light  of  the 
reports  on  job  creation  here  at  home  is  having  its  own  impact. 

It  seems  to  me  an  appropriate  statement  being  made  by  the  Fed 
at  this  particular  juncture  might  do  an  awful  lot  to  cause  markets 
to  react  differently  and  people  to  react  differently.  So  maybe  the 
word  "erratic"  is  a  little  tough,  but  I  will  still  use  it. 

Mr.  Blestder.  The  way  I  heard  it — and  please  correct  me  if  I  am 
wrong — is  that  the  question  is  directed  at  the  notion  that  the  Fed's 
recent  actions,  or  maybe  prospective  actions,  have  created  certain 
uncertainties? 

Senator  Dodd.  Absolutely. 

Mr.  Blinder.  OK.  I  think  you  have  a  point. 

Whether  the  short-  and  medium-run  strategy  of  the  Federal 
Open  Market  Committee  is  in  fact  well  thought  out  I  do  not  know, 
because  I  have  not  been  on  the  committee  yet.  I  hope  it  is  well 
thought  out  and,  with  the  approval  of  the  Senate,  I  will  be  there 
soon  and  I  will  know.  I  do  agree,  however,  that  it  has  not  really 
been  well  articulated. 

As  a  result  of  that.  Members  of  Congress,  people  in  the  public, 
people  in  the  markets,  are  not  quite  sure.  You  can  never  be  quite 
sure  and,  indeed,  even  if  you  are  on  the  Federal  Open  Market  Com- 
mittee you  have  got  to  keep  your  eyes  open  and  be  nimble  and  pre- 
pared to  change.  So  there  is  no  such  thing  as  "certainty." 

Senator  Dodd.  I  agree. 

Mr.  Blinder.  But  I  think,  as  I  was  suggesting  in  my  opening 
statement  and  I  think  you  were  suggesting  it  strongly,  that  tne  Fed 
could  have  done  a  better  job  than  it  has  of  articulating  what  it  sees 
as  its  basic  mission — not  in  the  very,  very  long  term;  we  all  know 
what  its  basic  mission  is  in  the  very  long  term — but  over  some 
shorter  horizon  and  how  this  all  coheres. 

I  agree  with  that. 

Senator  Dodd.  Let  me  just  add,  for  instance  on  the  first  hike 
frankly  I  was  supportive.  I  think  you  could  make  a  case  that  the 
less-than-neutral  rates,  and  so  forth,  need  to  be  corrected. 

I  think  the  reaction  of  the  market  that  day  of  a  100-point  drop, 
had  we  waited  longer,  it  might  have  been  400  or  500,  and  what  a 
reaction  that  would  have  created. 

So  I  do  not  want  to  be  in  a  position  that  I  have  disagreed  with 
every  step  here. 

I  am  less  than  enthusiastic  about  the  second. 

I  find  the  third  very  troubling  in  the  direction  we  seem  to  be 
going. 

So  let  me  make  it  clear  here  that  I  am  not  goin^  to  take  a  posi- 
tion of  every  time  the  Fed  reacts  with  regara  to  mterest  rates  is 
wrong;  quite  the  contrary.  In  fact,  I  would  find  myself  being  sup- 
portive of  the  first  hike. 

I  am  sorry.  I  did  not  mean  to  interrupt  you. 

Mr.  Blinder.  You  did  not  interrupt  at  all.  I  was  just  agreeing 
with  you.  I  took  the  sense  of  your  suggestion  to  be  that  the  Fed 
could  do  a  better  job  of  articulating  what  it  was  up  to,  and  I  agree 
with  that.  I  agree  with  that  very  much. 

Senator  Dodd.  We  have  covered  the  inflation  point  pretty  well. 
I  want  to  raise  two  other  questions  with  you. 
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One  is  in  the  derivative  activities.  There  is  a  lot  of  discussion 
about  this  of  banks  and  other  financial  firms.  There  are  some  con- 
cerns particularly  being  raised  by  some  Members  of  Congress  about 
the  potential  impact  of  the  markets  to  a  systemic  risk  associated 
with  the  use  of  some  of  these  new  exotic  products. 

Let  me  take  advantage  of  the  forum  here  to  say  that  I  find  de- 
rivatives, and  in  fact  exotic  products,  to  be  exciting  and  encourag- 
ing. I  do  not  have  the  reaction  that  some  do  that,  because  it  is  new 
we  ought  to  be  fearful  of  it. 

That  has  to  be  balanced,  obviously,  with  some  25-year-old  going 
out  and  being  unchecked  by  more  responsive  elements  in  where 
they  take  us,  but  I  would  be  very  interested  in  how  you  respond 
to  this  issue  and  whether  or  not  you  think  there  is  a  need  here  for 
a  heavy  regulatory  involvement. 

Mr.  Blinder.  In  some  sense  there  is  a  need — and  there  already 
is.  The  bank  regulators  are  watching  this  activity  quite  closely. 

I  would  not  go  so  far  as  to  say  they  have  achieved  perfection  in 
this.  I  do  not  think  the  regulators  believe  they  have  achieved  per- 
fection. 

This  is  a  new  phenomenon.  A  lot  of  banks  are  involved  in  it. 
Only  a  very  small  number  of  banks  are  involved  in  it  in  a  very  seri- 
ous way,  those  committing  large  amounts  of  money  to  these  kinds 
of  trading  activities. 

To  me  there  are  two  concerns  that  overwhelm  all  the  others. 

The  first  is  that  none  of  these  activities  ever  impair  the  safety 
and  the  soundness  of  the  banking  system.  That  is  primary.  That 
is  my  opinion  as  a  citizen.  When  I  go  on  the  Federal  Reserve  Board 
it  will  be  my  opinion  even  more  strongly,  because  that  is  one  of  the 
responsibilities  of  the  Board. 

Second  is  the  concern  that  you  raised  about  systemic  risk.  People 
are  quite  excited  now  about  some  of  the  very  large  market  move- 
ments and  the  role  of  derivatives  in  perhaps  promoting  that.  You 
hear  very  large  numbers  bandied  about  about  the  size  of  this  mar- 
ket. 

Senator  DoDD.  Right. 

Mr.  Blinder.  I  do  not  think  we  know  nearly  enough  about  that 
to  make  good  judgments. 

I  think  the  regulators  need  to  be  watching  this  because  it  is  new, 
and  it  is  evolving.  This  is  not  a  constant  phenomenon.  If  you  spoke 
about  the  derivatives  market  3  months  ago,  and  the  derivative 
markets  3  months  from  now,  they  are  going  to  look  different.  So 
this  is  indeed  a  serious  challenge  to  how  nimble  regulators  can  be. 

The  Federal  Reserve,  I  know,  is  collecting  a  tremendous  amount 
of  information  on  this  activity  right  now. 

One  thing  that  needs  to  be  improved,  that  I  do  know  about  al- 
ready, is  better  assessments  of  market  risk  as  opposed  to  credit 
risks.  I  think  the  Fed  has  a  fairly  good  handle,  although  not  a  per- 
fect one,  on  credit  risk  aspects  and  therefore  how  much  capital,  by 
conventional  definitions,  needs  to  support  activities  like  that. 

FDICIA,  as  you  know,  directed  the  authorities  to  work  on  inter- 
est-rate risk.  I  think  that  was  absolutely  appropriate.  It  was  some- 
thing that  I  as  a  private  economist  had  long  thought  should  be 
done. 
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It  is  not  easy,  but  it  needs  to  be  done.  The  derivatives  are  a  par- 
ticular challenge  in  that  regard  because  a  lot  of  these  are  uncon- 
ventional instruments.  But  it  is  a  challenge  that  is  not  impossible. 

I  know  the  Board  staff,  and  I  presume  the  other  bank  regulators, 
are  working  on  this  now.  There  is  just  a  lot  more  work  to  be  done. 
But  that  is  a  direction  in  which  we  must  move,  I  think. 

Senator  Dodd.  Well,  I  would  hope — and  I  know  the  Chairman 
has  a  strong  interest  in  this  subject  matter,  and  we  have  got  a  lot 
on  our  plate  here  in  the  next  few  weeks — I  would  hope  we  might 
be  able  to  work  very  closelv  with  you  on  this. 

There  is  going  to  be  a  lot  of  activity  on  the  House  side  on  this 
issue  pretty  quickly.  It  seems  to  me  it  is  in  our  interest  to  be  in- 
volved, to  the  extent  we  can  be,  in  obviously  the  work  the  Fed  is 
doing.  I  am  aware  of  it,  and  it  is  very,  very  helpful  in  this  regard. 

So  let  me  extend  the  invitation  to  you — and  you  obviously  nave 
an  interest  in  it — that  as  soon  as  you  are  confirmed  that  we  set  up 
maybe  some  informal  meetings  to  talk  about  ways  in  which  we  can, 
maybe  through  an  informal  structure  in  a  series  of  meetings  with 
Members,  begin  to  talk  about  what  are  some  of  the  areas  of  inter- 
est, again  based  on  the  Committee  agenda  and  calendar  here,  and 
I  will  talk  with  the  Chairman  who  again  I  know  of  his  interest  in 
this  area.  Hopefully  we  can  work  very  closely  with  you. 

Last,  and  a  very  quick  question  to  you  and  I  will  be  through  my 
questioning.  The  Chairman  and  others  in  the  Administration  like 
Secretary  Bentsen  on  regulatory  consolidation  has  been  a  major 
issue. 

I  think  there  are  some  very  valuable  points  in  the  consolidation 
proposals.  There  were  some  obvious  concerns  reflected  in  news  sto- 
ries appearing  today  on  this  sort  of  tug  of  war  between  Treasury 
and  the  Fed. 

This  has  gone  on  now  for  a  few  weeks,  and  I  will  just  speak  for 
myself:  I  am  getting  tired  of  it.  I  expressed  some  concerns  that  I 
thought  were  legitimate  about  who  was  going  to  prevail  in  all  of 
this,  but  there  are  some  very  sound  and  important  principles  incor- 
porated in  the  consolidation  bill  that  the  Chairman  and  others 
have  introduced. 

We  are  getting  late  in  this  year,  and  now  there  is  talk  about  the 
House  not  moving  on  this.  But  let  me  use  the  opportunity  here 
with  you  in  a  confirmation  hearing — again,  you  are  not  a  member 
of  the  Fed  yet,  but  this  Senator  is  losing  patience  very  quickly. 

I  would  strongly  urge  at  some  point  here  that  we  just  move  for- 
ward. I  think  the  votes  exist  on  tnis  Committee.  Then  we  can  talk 
maybe  in  conference  or  something  else  down  the  road.  But  I  think 
delaying  this  process  and  playing  chicken  with  one  another  is  not 
serving  the  interest  of  the  consumers,  the  public,  or  the  financial 
institutions  of  this  country.  I  think  it  had  better  stop,  and  stop  very 
quickly. 

Mr.  Blinder.  I  will  give  you  a  very  short  answer  to  that  ques- 
tion, which  is  an  agreement. 

WTien  this  developed  as  a  bone  of  contention  between  the  Admin- 
istration and  the  Fed  I  was  (and  am  now)  in  the  Administration. 
When  it  became  clear  that  I  was  going  to  be  a  nominee  for  the  Fed, 
I  recused  myself  from  the  details  of  this.  So  I  am  not  up  to  the 
minute;  I  have  deliberately  not  been  up  to  the  minute  because 
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there  are  elements  of  this  battle,  as  you  have  just  said,  that  are 
in  conflict  between  the  Administration  and  the  Fed. 

It  is  my  understanding  that  the  Treasunr  and  the  Federal  Re- 
serve are  very  close  to  an  agreement.  Now  if  you  ask  me,  does  that 
mean  2  days,  or  2  weeks,  I  just  do  not  know  because  I  am  not  in 
the  midst  of  it;  but  very  close  to  an  agreement,  which  will,  I  think, 
achieve  most  of  the  objectives  that  various  Members  of  this  Com- 
mittee are  quite  le^timately  concerned  with — ^having  to  do  with 
consolidation,  simplification,  reducing  complexity  and  costs  both  to 
the  Government  and  to  the  banking  system,  and  bringing  greater 
rationahty  to  the  system.  But  at  the  same  time,  not  writing  the 
Federal  Keserve  out  of  the  system  so  much  that  it  starts  to  impair 
the  Fed's  ability  to  conduct  monetary  policy,  to  guard  against  sys- 
tematic risk 

Senator  Dodd.  Well,  that  is  the  point  I  made  earlier.  But  what 
happened,  it  seems  to  me,  is  the  Fed  took  that  as  sort  of  a  green 
light  that  they  did  not  have  to  talk.  They  misread  my  remarks  en- 
tirely, if  that  was  the  interpretation. 

I  have  heard  that  "we  are  close"  so  many  times  already,  and  then 
nothing  happens.  So  again  I  am  expressing  my  own  view  here,  per- 
sonally, because  obviously  other  Members  may  have  different 
points  on  this  or  different  feelings  about  it,  but  this  idea  of  who  is 
ahead  up  here  and  sort  of  nose  counting  as  to  whether  or  not  there 
is  a  danger  of  legislation  is  something  I  nave  lost  patience  with  and 
I  would  just  as  soon  move  ahead  and  let  us  get  the  votes  together 
here. 

We  can  do  it  that  way,  but  I  do  not  think  that  is  a  very  good 
way  of  proceeding,  quite  candidly.  I  would  hope  we  could  reach  an 
intelligent  agreement  on  what  needs  to  be  done.  But  more  than  an 
adequate  time  has  passed  now  for  that  to  happen.  My  view  is  that 
if  that  is  not  going  to  happen  that  way,  then  we  will  do  it  up  here 
and  move  ahead.  It  is  obviously  the  Chairman's  call,  but  that  is  my 
own  view. 

The  Chairman.  I  thank  the  Senator  from  Connecticut.  This  has 
been  a  long  mating  dance  and  it  is  time  to  sort  of  get  it  finished. 

I  am  going  to  asK  you  a  series  of  questions  that  I  hope  you  can 
give  me  "yes"  or  "no's"  on,  because  I  want  to  establish  this  for  the 
record.  We  can  take  a  long  time  doing  it,  or  we  can  do  it  efficiently. 
With  two  other  witnesses  coming,  let's  try  to  do  it  efficiently. 

Mr.  Blinder.  OK. 

The  Chairman.  First  of  all,  can  I  anticipate  that  you  will  work 
actively  and  aggressively  to  get  a  financial  consolidation,  a  regu- 
latory consolidation,  plan  together  if  you  are  confirmed  here? 

Mr.  Blinder.  Absolutely. 

The  Chairman.  You  feel  it  is  important? 

Mr.  Blinder.  Oh,  yes.  I  would  hope  it  is  actually  done  before  I 
am  on  the  Board.  If  it  is  not,  I  will  certainly,  yes. 

The  Chairman.  We  can  count  on  you  to  get  your  shoulder  to  the 
wheel  in  getting  that  done? 

Mr.  Blinder.  Yes. 

The  Chairman.  May  I  also  ask,  too,  with  respect  to  the  Fair 
Lending  Laws  and  access  to  credit  on  a  fair  basis  and  the  problems 
we  have  seen  with  the  Boston  Fed's  study  and  other  things,  can  we 
count  on  you  to  be  an  aggressive,  forceful  voice  on  making  sure 
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that  all  of  the  fair  lending  laws  are  being  enforced  vigorously  at  the 
Fed,  including  the  Community  Reinvestment  Act? 

Mr.  Blinder,  Yes,  Senator.  Those  laws  are  on  the  books,  and  I 
think  Congress  put  them  there  for  very  good  reasons. 

In  the  case  of  Fair  Lending,  I  think  there  are  mostly  enforcement 
issues.  In  the  case  of  CRA,  1  think  there  are  mostly,  at  this  point, 
rulemaking  issues  that  need  to  be  done.  And  the  Federal  Reserve 
has  the  responsibility  to  enforce  these  laws  as  best  it  can.  Abso- 
lutely. 

The  Chairman.  So  we  can  expect  some  active,  vigorous  leader- 
ship from  you  on  that  front? 

Mr.  Blinder.  Yes,  sir. 

The  Chairman.  All  right. 

Now  on  derivatives,  we  are  having  a  hearing  in  this  Committee 
on  May  19,  1994.  I  am  concerned  about  the  derivatives,  partly  be- 
cause I  cannot  find  anybody  out  there  who  can  convincingly  explain 
to  me  that  they  understand  exactly  what  is  going  on.  That  starts 
with  the  Chairman  of  the  Federal  Reserve  vmo  in  public  settings 
has  indicated  that  these  are  very  hard  to  fully  comprehend  and  un- 
derstand, but  many,  many  others. 

The  number  that  is  used  is  that  there  is  something  on  the  order 
of  $10  trillion  in  notional  value  out  there  in  the  form  of  derivative 
transactions  now. 

I  am  of  the  view — which  is  I  think  sort  of  a  generally  held  view — 
that  part  of  the  instability  of  the  long-term  bond  market  recently 
was  when  there  was  an  unwinding  of  some  of  these  derivative  posi- 
tions because  of  the  sharp  interest  rate  fluctuations.  A  lot  of  the 
traffic  made  its  way  into  the  long  bond  market.  So  you  were  seeing 
positions  being  liquidated  one  way  or  the  other  and  seeing  an  ab- 
normal sort  of  burst  of  activity  in  that  area. 

I  think  that  surprised  a  lot  of  people,  that  you  could  maybe  have 
a  systemic  problem  in  the  derivatives  area  where,  if  suddenly  there 
were  a  traffic  jam  of  people  wanting  to  exit  positions  and  take 
losses  before  losses  got  bigger,  that  you  would  suddenly  see  this 
bulge  of  activity  and  this  distortion  over  in  the  long  bond  market. 

That  to  me  is  another  reason  for  us  to  understand  what  is  going 
on  here  £md  what  the  volume  is  that,  under  a  slightly  different  set 
of  circumstances,  might  descend  upon  us  in  a  hurry,  and  what  the 
implications  and  complications  mignt  be. 

What  I  am  most  concerned  about  is  whether,  among  other  things, 
if  private  players  can  take  losses  and  want  to  take  risks  or  create 
the  possibility  of  large  losses,  that  is  one  thing;  but  to  the  extent 
that  we  start  to  edge  over  into  an  area  where  the  system  itself 
would  have  a  hard  time  clearing  all  of  this  activity  in  a  very  short 
space  of  time,  or  by  the  end  of  the  day  in  an  international  financial 
system  that  is  cross-connected  now,  that  to  be  is  a  source  of  great 
concern. 

Sometimes  these  things  happen  without  our  knowing  that  they 
happen,  that  they  can  build  up  to  point  where  suddenly  you  are 
into  a  new  condition  that,  until  the  test  comes  you  are  not  quite 
sure  how  the  system  will  work. 

I  think  we  have  to  get  on  top  of  this  derivatives'  issue,  and  I 
think  there  has  been  too  much  complacency,  quite  frankly,  in  the 
view  that  somehow  markets  will  sort  of  work  things  out  in  such  a 
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way  that,  once  way  or  another,  we  can  take  the  moments  of  maxi- 
mum stress.  We  have  to  be  sure  of  that,  given  the  enormous  build- 
up in  value  and  the  fact  that  it  is  coming  back  through  now  parts 
of  the  banking  system. 

There  are  sharp  differences  of  opinion  between  the  regulators  on 
this.  I  am  hearing  different  levels  of  concern  from  different  regu- 
lators, and  there  is  a  lot  of  ideology  sort  of  washing  through  this. 

I  think  we  have  to  understand  exactly  what  the  implications 
might  be  in  terms  of  just  the  ability  of  tne  system  to  handle  the 
risk  that  has  now  been  created  that  way. 

I  do  not  see  this  exactly  as  easily  resolved  offsetting  risk.  I  am 
all  for  the  hedging  operations.  I  do  not  disagree  with  Senator  Dodd 
in  that  area.  But  the  whole  question  of  what  we  can  manage  in  a 
short  period  of  time  without  getting  cardiac  arrest  in  part  of  the 
system  is  a  different  problem  and  I  am  concerned  about  it. 

I  would  like  your  pledge  that  you  will  take  what  I  consider  to  be 
superior  technical  knowledge  and  experience  and  zero  in  on  that 
problem.  Can  I  ask  you  to  do  that?  Can  I  expect  that  you  will? 

Mr.  Blinder.  Yes.  I  would  be  delighted  to.  This  is  a  very  serious 
issue.  I  think  you  phrased  it  quite  appropriately.  We  do  not  quite 
know  how  serious  this  might  be.  We  need  to  learn  a  lot  more. 

There  are  very  few  responsibilities  of  the  Federal  Reserve  more 
fundamental  than  safeguarding  the  payments'  mechanism.  If  you 
start  having  difficulties  in  the  payments'  mechanism,  then  all 
kinds  of  things  could  happen.  We  must  really  be  sure  that  that 
never  happens. 

I  do  not  know  as  much  about  this  market  as  I  will  in  a  month. 
I  know  something  about  it  already.  I  will  know  a  lot  more  than  I 
do  in  a  month. 

Just  so  you  understand,  I  do  not  come  to  such  issues  either  with 
a  pure  laissez  faire  attitude,  that  the  government  should  never  do 
anything  about  any  of  these  things,  nor  do  I  come  to  these  issues 
with  an  attitude  that  the  Government  should  always  be  regulating 
everything. 

We  need  to  look  at  these  markets.  There  are  things  that  Govern- 
ment ought  to  be  doing  and  probably  things  Grovernment  ought  not 
to  be  doing.  But  it  is  one  of  the  big  questions  facing  the  financial 
system  right  now.  So  I  am  very  happy  to  say  "yes." 

The  Chairman.  One  final  thing  for  me. 

I  am  concerned  about  the  buildup  of  consumer  debt  and  the 
stress  that  a  lot  of  consumers  are  under  with  income  streams  that 
are  not  as  strong  maybe  as  they  should  be. 

There  are  a  lot  of  families  today  where  both  mother  and  father 
are  holding  as  many  as  two  or  three  jobs  each  to  try  to  aggregate 
enough  income  to  be  able  to  provide  enough  for  their  family.  We 
are  all  familiar  with  what  some  of  the  problems  have  been  out  on 
the  job  side. 

But  as  I  look  at  the  buildup  of  consumer  debt  in  all  of  its  forms — 
credit  card  debt,  these  home  equity  loans  which  are  out  there 
where  people  financed  houses  and  got  in  using  adjustable  rates 
when  rates  were  quite  low — I  am  concerned  about  the  degree  to 
which  there  is  a  buildup  of  pressure  of  consumer  debt  on  the  back 
of  a  lot  of  sort  of  citizens  out  there  that  may  now  pose  an  economic 
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concern  for  us.  Have  you  looked  at  that?  Do  you  have  a  view  on 
that?  How  would  you  assess  that  at  the  moment? 

Mr.  Blinder.  I  have  looked  at  that  a  little  bit,  Senator  I  need 
to  look  at  it  more.  I  certainly  recognize  the  legitimacy  of  the  con- 
cerns that  you  are  pointing  to. 

It  is  the  case  that  the  consumer  debt  burden  is  now  a  bit  lower 
than  it  was  a  year  or  two  ago.  Part  of  that  is  due  to  lower  interest 
rates  which,  as  you  just  said,  are  somewhat  reversing  right  now. 

So  the  fact  that  it  went  down  due  to  lower  interest  rates  should 
not  let  us  forget  the  fact  that  it  can  go  back  up  again  due  to  higher 
interest  rates.  That  is  certainly  one  of  the  things  that  members  of 
the  FOMC  have  ix)  keep  on  top  of.  There  is  no  doubt  about  that. 

The  Chairman.  Well  take  a  look  at  that,  if  you  would,  as  well. 
We  will  have  you  back  at  some  point,  and  at  that  time  I  am  sort 
of  signaling  now  the  questions  that  I  am  going  to  pursue  with  you 
then  and  expect  you  to  have  a  much  deeper  sense  for. 

Senator  Sarbanes. 

Senator  Sarbanes.  Mr.  Chairman,  I  have  no  further  questions. 
I  would  just  note  the  fact  that  the  GAO  is  about  to  submit  a  report 
to  us  on  May  18  with  respect  to  derivatives,  and  I  assume  we  will 
be  hearing  from  the  Comptroller  General  at  that  time  with  respect 
to  this  issue. 

The  Chairman.  Senator  Dodd. 

Senator  Dodd.  No  further  questions. 

The  Chairman.  Thank  you,  very  much. 

We  may  have  some  additional  questions  for  the  record  and  from 
other  Members  who  were  not  able  to  be  here  today. 

We  thank  you  verv  much.  We  look  forward  to  moving  your  nomi- 
nation along  as  quickly  as  we  can. 

Mr.  Blinder.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you. 

Let  me  excuse  you  now  and  call  our  next  nominee. 

Mr.  Wallman,  please  come  forward  and  be  seated. 

STATEMENT  OF  STEVEN  M.H.  WALLMAN,  OF  VIRGINLV,  TO  BE 
A  COMMISSIONER  OF  THE  U.S.  SECURITIES  AND  EXCHANGE 
COMMISSION 

The  Chairman.  We  will  resume  now.  The  Committee  will  con- 
sider the  nomination  of  Steven  Wallman  to  be  a  Commissioner  of 
the  Securities  and  Exchange  Commission. 

Mr.  Wallman  has  an  outstanding  legal  background.  Since  1986 
he  has  been  a  partner  in  the  Washmgton,  DC,  law  firm  of  Coving- 
ton &  Burling.  He  graduated  in  1978  from  Columbia  University 
Law  School  where  he  was  a  Harlan  Fiske  Stone  Scholar.  He  holds 
bachelors  and  masters  degrees  from  MIT.  MIT  is  doing  very  well 
here  this  morning. 

His  nomination  has  received  widespread  support. 

I  worked  with  Mr.  Wallman  when  I  served  as  Chairman  of  the 
Securities  Subcommittee  in  1987  and  1988,  and  I  know  him  to  be 
a  disting^shed  lawyer  and  a  conscientious  public  servant,  and  I 
am  very  much  in  support  of  his  nomination. 

Senator  Dodd,  did  you  want  to  make  a  comment? 

Senator  Dodd.  If  I  could,  Mr.  Chairman,  let  me  join  you  in  wel- 
coming Mr.  Wallman  before  the  Committee. 


33 

In  many  ways,  Mr.  Chairman,  the  SEC  has  one  of  the  broadest 
and  most  important  assignments  of  any  governmental  agency 
charged,  as  you  well  know,  with  ensuring  the  honestly  and  efficient 
operation  of  our  capital  markets. 

The  SEC  oversees  the  securities  industry  and  the  many  thou- 
sands of  professionals  who  work  in  the  industry.  It  also  oversees 
the  operation  of  mutual  funds  and  other  investment  companies,  an 
area  which  has  become  critically  important  to  average  households 
in  recentyears. 

The  SEC  has  always  been  creative  in  trying  to  make  markets 
function  better.  It  has  been  quick  to  tackle  difficult  issues  when  it 
believes  the  protection  of  investors  or  the  integrity  of  the  market 
is  at  stake.  The  challenges  are  greater  now  than  they  have  ever 
been.  It  is  an  exciting  time,  I  would  say,  for  Mr.  Wallman  to  be  a 
Commissioner  in  an  agency  engaged  in  complex  and  important  is- 
sues. 

I  am  pleased  to  say  that  in  my  view  you  are  highly  qualified  to 
take  on  this  job.  I  tnink  President  Clinton  has  made  a  very  fine 
selection  with  your  nomination.  You  certainly  have  a  background, 
as  the  Chairman  has  already  pointed  out,  that  makes  you  intellec- 
tually qualified  to  handle  the  job  of  a  commissioner.  Obviously  it 
is  not  just  a  question  of  intellect;  it  is  a  question  of  having  a  sense 
of  values  to  what  is  important  along  with  a  sense  of  balance. 

I  noted  in  your  prepared  remarks — and  I  may  not  be  able  to  stay 
for  the  entire  process  here — but  in  your  prepared  remarks  on  page 
3  you  say: 

Entrepreneurs  raise  money  on  the  basis  of  a  dream  and  a  promise.  And  when 
stock  prices  do  not  always  follow  the  expected  path,  investors  justifiable,  want  to 
know  why.  Distinguishing  between  fraud  and  mere  changes  in  circumstances  is  not 
always  easy.  But  we  must  try  harder,  lest  we  encourage  frauds  and  taint  our  mar- 
kets on  the  one  hand,  or  stifle  innovation  and  information  and  capital  flows  on  the 
other. 

You  know  Senator  Domenici  and  I  have  legislation  in  the  area 
of  litigation  reform  in  the  securities  industry.  The  number  of  co- 
sponsors  are  growing  almost  on  a  daily  basis,  the  people  interested 
in  this. 

I  would  argue  the  system  is  broken.  When  investors  are  recovery 
6  cents  on  the  dollar  in  class  action  suits  and  the  attorneys  are  col- 
lecting outrageous  sums,  then  something  is  wrong. 

When  computers  generate  complaints — I  looked  at  a  complaint 
the  other  day  where  the  computer  screwed  up.  Half  the  complaint 
talked  about  one  defendant  and  the  other  half  of  the  complaint 
talked  about  another  because  the  computer  messed  up. 

There  is  something  very  wrong  with  the  system  where  merely  on 
fluctuation,  mere  fluctuation,  you  get  that  kind  of  activity.  There 
is  a  growing  interest  in  that  here.  We  would  very  much  like  to 
have  the  SEC's  support  and  involvement  with  this. 

I  noted  this  morning's  New  York  Times  with  regard  to  the  Su- 
preme Court  decision  recently  on  aiding  and  abetting — excuse  me. 
The  Wall  Street  Journal,  on  the  aiding  and  abetting  issue,  that 
some  of  these  cases  are  being  dismissed. 

I  am  going  to  be  very  interested  in  how  that  is  working.  That  is 
an  important  decision  by  the  Supreme  Court.  We  are  going  to  have 
a  hearing  on  it  next  week  to  look  at  all  of  this,  but  I  would  hope 
the  SEC  would  slow  down  before  dismissing  cases  and  not  over-in- 
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terpret  what  aiding  and  abetting  means  here  to  create  more  of  a 
problem  than  is  necessarily  the  case. 

Because  I  know  there  is  some  hostility  and  opposition  to  the  se- 
curities litigation  reform  proposals  we  are  talking  about,  and  I  am 
not  going  to  be  fooled  by  all  of  a  sudden  dismissing  a  lot  of  cases 
in  that  area. 

There  are  not  a  lot.  We  are  talking  about  10.  But  I  would  like 
you  to  hold  up  until  we  decide  exactly  what  that  decision  meant 
and  how  broad  it  should  be  interpreted  in  my  view  before  trying 
to  expand  it  beyond  the  scope  of  the  decision  itself 

Then,  obviously,  I  would  be  very  interested  in  the  SEC's  ideas 
and  suggestions  on  the  securities  litigation  reform  proposal  that  is 
before  the  Committee. 

So  with  that,  Mr.  Chairman,  I  thank  you  very  much  for  giving 
me  a  chance  to  welcome  our  witness.  I  really  wish  you  well  and 
look  forward  to  working  with  you  as  the  Chairman  of  the  Securities 
Subcommittee. 

We  have  had  a  wonderful  working  relationship,  in  my  view,  with 
the  SEC  in  the  past.  We  have  had  some  great  successes  legisla- 
tively up  here,  and  I  am  looking  forward  to  a  continuing  positive 
relationship. 

The  Chairman.  Very  good. 

Let  me  ask  you  now  to  stand  and  raise  your  right  hand. 

[Witness  sworn.] 

The  Chairman.  Do  you  swear  that  the  testimony  you  are  about 
to  give  is  the  truth,  the  whole  truth,  and  nothing  but  the  truth,  so 
help  you,  God? 

Mr.  Wallman.  I  do. 

The  Chairman.  Do  vou  agree  to  testify  before  any  duly  con- 
stituted Committee  of  tne  Senate? 

Mr.  Wallman.  I  do. 

The  Chairman.  Very  good. 

I  know  you  have  some  family  members  here.  We  would  like  you 
to  introduce  them  and  then  make  your  opening  statement. 

Mr.  Wallman.  The  person  behind  me  is  my  wife,  Kathy.  I  would 
like  to  introduce  her. 

The  Chairman.  Hello,  Kathy. 

[Mrs.  Wallman  stands.] 

Mr.  Wallman.  And  my  mother  is  sitting  next  to  her,  Doris. 

The  Chairman.  Nice  to  have  you. 

Mr.  Wallman.  Mr.  Chairman,  Members,  it  is  with  great  pleasure 
that  I  appear  before  you  today.  It  is  an  honor  to  have  been  nomi- 
nated by  President  Clinton  to  serve  as  a  Commissioner  of  the  Secu- 
rities and  Exchange  Commission. 

I  would  like  to  thank  you,  Mr.  Chairman,  the  other  Members  of 
the  Committee,  and  the  Committee  staff,  many  of  whom  I  have 
worked  with  in  the  past,  for  your  consideration  of  my  nomination. 

My  first  recollection  of  the  Commission  dates  back  to  when  I  was 
about  6.  I  remember  my  father  talking  to  me  outside  of  a  subway 
station  in  Manhattan  near  the  apartment  where  we  lived.  He  was 
talking  about  what  he  did.  He  was  a  lawyer  practicing  alone,  pre- 
dominantly handling  securities  and  corporate  matters.  He  had 
some  issue  before  the  Commission  and  he  was  talking  about  how 
tough  the  agency  was  and  how  dogged  in  the  pursuit  of  its  mission. 
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And,  when  like  6-year-olds  sometimes  do,  I  said  something  to  show 
my  dad  that  I  was  on  his  side.  He  told  me  how  fair  and  right  the 
Commission  was  and  how  terrific  a  job  they  were  doing.  That  start- 
ed me  down  the  road  of  understanding  how  good  a  Federal  agency 
can  be,  a  road  that  has  led  me  to  share  the  tremendous  respect 
that  people  throughout  the  world  feel  for  the  Commission.  If  my  fa- 
ther were  alive  today,  I  know  he  would  be  very  pleased  about  my 
nomination. 

The  Commission's  unswerving  determination  to  protect  investors 
has  contributed  to  the  creation  of  the  largest,  most  efficient  and 
most  envied  capital  markets  in  the  world.  By  ensuring  the  integrity 
of  those  markets,  entrepreneurs  find  capital  at  reasonable  cost,  in- 
vestors retire  wealthier,  and  companies  produce  products,  provide 
jobs,  and  improve  the  standard  of  living.  In  a  capitaHst  system, 
protecting  investors  and  preserving  market  integrity  increases  the 
incentives  for  investment,  decreases  the  cost  of  capital,  and  en- 
hances the  potential  of  society  to  do  better  for  all  of  its  citizens, 
even  those  who  may  currently  lack  the  wherewithal  to  invest. 

For  the  past  decade  and  a  half  I  have  practiced  law  as  a  cor- 
porate and  securities  attorney  fascinated  by  the  evolving  potential 
of  our  system  to  improve  our  lives.  As  a  Commissioner  I  would 
work  to  promote  that  potential  and  to  try  to  continue  to  convert  it 
into  reality.  I  would  do  so  here  with  the  advantage  of  having  the 
exceptional  leadership  of  Chairman  Levitt  and  Commissioners 
Schapiro,  Roberts,  and  Beese. 

The  challenges  facing  the  Commission  and  the  markets  at  any 
one  time  vary  with  changes  in  the  world.  Currently,  new  commu- 
nications technologies,  computer  capabilities,  and  quantitative 
methods  allow  for  the  creation  of  new  instruments  that  can  be 
traded  globally  and  promise  higher  returns  at  lower  risks.  They 
may  not  always  work  as  intended,  but  mostly  they  do.  With  new 
products  come  new  issuers  providing  additional  choices  to  investors 
and  services  to  end  users  while  blurring,  and  sometimes  erasing, 
the  traditional  lines  that  compartmentalize  the  financial  sector.  If 
confirmed  as  a  Commissioner,  I  would  hope  to  work  closely  with 
the  banking  regulators,  the  CFTC,  and  others  on  such  matters 
which  are  of  interest  to  all  of  us. 

Entrepreneurs  raise  monev  on  the  basis  of  a  dream  and  a  prom- 
ise. And  when  stock  prices  do  not  always  follow  the  expected  path, 
investors  justifiably  want  to  know  why.  Distinguishing  between 
fraud  and  mere  changes  in  circumstances  is  not  always  easy.  But 
we  must  try  harder  lest  we  encourage  frauds  and  taint  our  markets 
on  the  one  hand,  or  stifle  innovation  and  information  and  capital 
flows  on  the  other.  With  an  open  mind,  if  confirmed,  I  would  make 
it  a  priority  to  learn  more  about  these  issues  and  work  with  this 
Committee  as  it  wrestles  with  a  difficult  task. 

We  must  work  to  ensure  that  emerging  democracies  have  the 
benefit  of  our  capital  markets'  experience  and  the  advantages  of 
the  expertise  of  our  capital  m.arkets  participants.  There  are  no  ex- 
amples of  major,  sustained  democracies  without  capital  markets' 
participation.  I  believe  the  two  are  inextricably  linked.  If  con- 
firmed, I  look  forward  to  working  with  those  around  the  world  who 
share  a  similar  view. 
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Our  markets  are  very  efficient  and  ve^  transparent,  and  they 
consistently  improve.  If  confirmed,  I  would  like  to  devote  attention 
to  lowering  further  the  cost  of  capital  and  ensuring  better  capital 
availability  for  all  our  companies,  small  as  well  as  large,  to  help 
them  compete  and  grow  and  to  help  them  produce  products  and 
provide  services  that  benefit  us  all. 

At  heart  it  is  the  promise  of  what  Main  Street  can  do  for  Wall 
Street,  and  what  Wall  Street  can  do  for  Main  Street,  that  is  so  al- 
luring to  me  and  what  makes  the  opportunity  to  work  as  a  Com- 
missioner and  at  the  Commission  such  an  honor. 

Mr.  Chairman,  if  confirmed  by  the  Senate  I  look  forward  to  work- 
ing with  you,  your  colleagues  on  the  Committee,  and  the  Commit- 
tee staff.  I  will  be  honored  to  have  an  opportunity  to  be  part  of  a 
team  that  protects  investors,  preserves  and  enhances  the  integrity 
and  efficiency  of  our  markets,  facilitates  capital  formation, 
strengthens  industry,  and  thereby  improves  our  society  and  betters 
our  world. 

Thank  you,  and  I  would  be  pleased  to  answer  any  questions  you 

may  have. 

The  Chairman.  Let  me  just  pose  a  couple  of  questions  here,  and 
then  Senator  Dodd  may  have  some  as  well. 

Last  year  the  Director  of  the  SEC's  Division  of  Enforcement  testi- 
fied for  the  Agency  regarding  the  importance  of  these  private  secu- 
rities' fraud  suits  which  Senator  Dodd  has  touched  on  here  this 
morning.  At  that  time  he  said,  and  I  quote: 

The  implied  private  right  of  action  under  Section  10(b)  and  Rule  lOB-5  there- 
under is  critically  important  to  the  efTective  operation  of  the  Federal  Securities  law. 

Two  weeks  ago  the  Supreme  Court  ruled  that  private  investors 
may  not  sue  parties  who  aid  and  abet  securities  frauds  under  the 
antifraud  provisions  of  the  Federal  securities  laws.  I  am  wondering, 
does  this  decision  unduly  restrict  the  usefulness  of  shareholder 
antifraud  suits.  If  so,  would  you  recommend  that  the  Congp-ess  ad- 
dress this  decision  through  legislation? 

Mr.  Wallman.  The  Central  Bank  of  Denver  case  that  you  are  re- 
ferring to  is  a  5  to  4  decision.  The  minority,  in  its  dissent,  stated 
that  in  their  view  the  Commission's  enforcement  powers  with  re- 
gard to  aiding  and  abetting  liability  would  be  adversely  affected  by 
the  reasoning  of  the  majority.  The  majority  was  silent  on  that  mat- 
ter. 

The  Commission  has  consistently  taken  the  position  that  the  ac- 
tivities of  private  litigants  in  connection  with  enforcing  the  securi- 
ties laws  are  necessary,  appropriate,  and  critical  elements  in  ensur- 
ing investor  protection  and  in  ensuring  that  the  markets  are  effi- 
cient and  have  integrity. 

What  effect  the  Central  Bank  case  will  have  with  regard  to  the 
Commission's  enforcement  power,  and  what  action  the  Commission 
should  take  at  this  time,  are  still  being  reviewed  within  the  Com- 
mission in  contemplation  of  the  testimony  that  the  Commission  in- 
tends to  give  before  Senator  Dodd's  Subcommittee  next  Thursday. 

I  note  that  in  connection  with  The  Wall  Street  Journal  article 
today  there  was  a  statement  from  Barry  Goldsmith,  the  chief  of 
litigation  of  the  Division  of  Enforcement,  that  he  would  be  sur- 
prised if  the  number  of  cases  affected  by  that  decision  exceeded 
much  more  than  ten. 
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But  I  have  been  requested,  and  I  agree  with  the  request,  that  it 
would  be  inappropriate  for  me  at  this  point  either  to  second-guess 
or  anticipate  the  Commission's  testimony  on  Thursday.  So,  for  any 
fijrther  statements  I  would  defer  to  the  Commission's  planned  tes- 
timony. 

The  CHAffiMAN.  Let  me  just  ask  you  something,  too,  with  respect 
to  derivatives.  You  were  here  for  the  earlier  discussion. 

I  think  it  is  fair  to  say  that  Chairman  Levitt  has  also  expressed 
some  concern  about  this,  and  I  have  been  reading  news  accounts 
of  that  just  recently,  as  you  have.  But  when  we  see  sophisticated 
players  like  Procter  &  Gamble  and  others  taking  big  losses  in  this 
area,  I  think  it  is  a  signal  that  we  need  to  know  a  lot  more  about 
it. 

I  am  not  sure  who  today,  if  anyone,  has  the  financial  regulatory 
know-how  and  sort  of  reach  to  make  sure  that  we  know  what  is 
going  on,  and  that  what  is  going  on  is  within  the  broad  bounds  of 
sound  public  policy  and,  for  that  matter,  some  private  policy. 

I  am  also  concerned  about  the  Kidder,  Peabody  episode  where 
substantial  losses  associated  with  derivatives  were  hidden  for  some 
period  of  time,  even  within  a  very  sophisticated  organization,  and 
that  suggests  to  me  that  the  firms  themselves  do  not  have  ade- 
quate internal  controls,  let  alone  in  the  sense  of  from  the  outside 
and  the  outside  regulatory  view  as  to  what  may  be  at  play  here. 

I  am  also  wondering  whether  the  Working  Group  on  Financial 
Markets,  consisting  as  it  does  of  the  Treasury,  the  Federal  Reserve, 
the  SEC,  and  the  CFTC,  can  by  itself  provide  sufficient  coordina- 
tion in  the  area  of  derivatives. 

So  what  I  would  like  now — and  you  can  elaborate  on  the  record 
this  answer,  because  we  are  going  to  be  pressed  for  time  today,  and 
because  we  have  got  another  nomination  to  handle  as  well,  but  I 
do  not  want  you  to  feel  squeezed  by  the  time  in  terms  of  the  re- 
sponse that  you  give  to  this  question  because  this  is  a  very  serious 
question. 

That  is,  I  would  like  to  know  your  views  as  to  what  additional 
steps  the  SEC  ought  to  be  taking  in  this  area,  either  separately  or 
in  combination  with  others,  and  how  you  see  this  issue,  whether 
capital  requirements  need  to  be  harmonized  in  some  way  here 
where  we  really  are  sort  of  playing  with  a  set  of  rules  that  are 
more  uniform  in  terms  of  across  the  various  playing  fields  with  re- 
spect to  the  different  regulatory  bodies. 

Mr.  Wallman.  Senator,  the  whole  issue  of  derivatives  is  one  that 
is  exceedingly  complex  for  a  number  of  different  reasons  that  have 
different  impacts. 

First,  the  term  "derivatives"  itself  is  applied  to  all  sorts  of  instru- 
ments, some  of  which  have  been  around  for  an  awful  long  time — 
options,  for  example,  that  have  been  around  for  centuries — and 
that  we  understand  very  well,  or  are  familiar  with  how  the  mar- 
kets react,  having  been  used  for  hedging  in  certain  cases  and  spec- 
ulation in  other  cases,  to  new  instruments  that  have  been  around 
now  for  only  a  few  minutes. 

Nobody  quite  knows  what  these  new  instruments  will  do,  not  be- 
cause they  are  necessarily  so  complex  no  one  can  figure  them  out, 
but  nobody  knows  for  sure  how  the  market  will  respond  and  react. 
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The  question  of  market  risk  that  Alan  Blinder  mentioned  earlier 
in  addition  to  credit  risk  is  clearly  there.  So  are  questions  that  are 
similar  to  the  kinds  of  things  that  you  had  mentioned  earlier  with 
regard,  for  example,  to  interrelational  risk  and  liquidity  risk. 

There  are  a  variety  of  other  issues  that  are  called  into  play  with 
regard  to  derivatives.  On  the  other  hand,  I  think  we  need  to  recog- 
nize that  derivatives  have  also  been  used  for  hedging  and  to  avoid 
risk,  and  that  in  part  what  derivatives  do  is  allow  those  who  are 
willing  to  pay  to  avoid  risk  to  do  so  while  permitting  others  who 
are  willing  to  be  paid  to  assume  risk  also  to  do  so. 

If  one  were  to  limit  or  eliminate  the  abiHty  of  persons  to  assume 
risk,  you  also  limit  or  eliminate  the  ability  of  others  to  avoid  risk. 

So  to  some  degree  we  need  to  be  careful  with  regard  to  this  mar- 
ket. It  does  constantly  change  and  it  is  dynamic. 

With  regard  to  how  the  market  works,  we  need  to  recognize  that 
it  is  also  global.  So  whatever  we  do  here,  whether  it  be  within  the 
Working  Group  or  otherwise,  we  need  to  take  into  account  how  our 
foreign  regulators  will  react  as  well  as  what  measures  could  be  put 
into  place  with  or  without  them. 

The  Chairman.  Let  me  ask  vou  this:  Is  there  a  risk  that  deriva- 
tives could  operate  in  such  a  fashion,  or  that  certain  players  could 
operate  in  such  a  fashion  that  you  could  get  a  kind  of  a  pyramiding 
effect,  and  that  in  a  sense  you  sort  of  lever  up  investment  positions 
so  that  you  do  not  just  have  a  first-order  issue  of  a  winner  and 
loser  on  one  side  or  the  other  of  a  transaction,  but  that  you  can 
get  a  layering  of  transactions  and  an  accumulation  of  risk  in  such 
a  way  that  in  effect  you  can  create  an  amplification  and  a  mag- 
nification that  may  bring  something  else  into  play  that  one  would 
not  think  about  just  in  a  sort  of  one-dimension,  across-the-table, 
two-party  transaction? 

Mr.  Wallman.  People  have  certainly  speculated,  and  some  be- 
lieve they  have  observed,  that  exact  phenomena  in  various  cases. 
Whether  it  is  sufficiently  widespread  for  one  to  try  to  fix  on  a  regu- 
latory basis  worldwide  is  an  interesting  question. 

The  Chairman.  Can  we  get  an  answer  to  that? 

Mr.  Wallman.  I  think  we  have  to  get  an  answer  to  that.  I  think 
that  some  of  the  steps  that  have  already  been  taken,  the  G-30 
Study,  the  GAO  study  that  will  be  issued  shortly,  the  CFTC  re- 
views that  have  already  occuired  here,  the  Commission's  own  inter- 
nal reviews  that  are  occurring  are  all  aimed — and  Alan  Blinder 
mentioned  the  Fed  is  also  gathering  information — are  all  aimed  at 
getting  additional  information. 

In  addition,  the  FASB  importantly  is  putting  forward  a  project 
to  try  to  improve  disclosure  so  that  end  users  and  others  dealing 
in  derivatives  will  be  presenting  better  information  and  be  in  a  po- 
sition to  have  better  internal  controls  with  regard  to  their  own  risk. 

You  mentioned  Kidder.  I  will  not  comment  on  the  Kdder  case 
particularly,  but  clearly  the  question  of  internal  controls  is  one  that 
the  Commission  for  a  long  time  has  thought  was  critical.  To  the  ex- 
tent that  you  have  major  industrial  companies  that  believe  they 
may  not  have  known  what  was  transpiring  with  regard  to  these  in- 
struments, it  is  imperative  that  I  think  those  companies  have  bet- 
ter internal  controls. 

The  Chairman.  Senator  Sarbanes. 
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Senator  Sarbanes.  Thank  you  very  much,  Mr.  Chairman. 

The  first  question  I  want  to  put  to  you  is  whether  you  intend  to 
serve  out  the  full  term. 

Mr.  Wallman.  Yes.  Actually,  the  full  term  here  is  a  truncated 
term  as  it  currently  stands,  and  I  certainly  do  intend  to  fill  it  out. 

Senator  Sarbanes.  When  does  it  truncate? 

Mr.  Wallman.  It  is  a  continuation  of  the  term  left  by  Commis- 
sioner Fleishman.  It  ends  in  June  1997. 

Senator  Sarbanes.  June  1997. 

Mr.  Wallman.  Three  years  or  so  from  now. 

Senator  Sarbanes,  Would  you  entertain  continuing  to  serve? 

Mr.  Wallman.  Yes. 

Senator  Sarbanes.  After  that,  I  mean 

Mr.  Wallman.  Yes. 

Senator  Sarbanes.  — for  yet  another  term? 

Mr.  Wallman.  Yes,  I  certainly  would. 

Senator  Sarbanes.  Well  I  am  very  pleased  to  hear  that.  Unfortu- 
nately, I  think  increasingly  serving  on  these  Commissions  is  being 
used  by  people  as  a  stepping  stone  to  other  things  instead  of  being 
seen — not  necessarily  as  the  culmination  of  a  career;  I  do  not  want 
to  put  it  that  way— but  that  you  have  risen  to  a  very  high  level 
which  warrants  assuming  this  very  important  public  responsibility; 
and  that  that  is  what  you  are  there  for,  to  really  serve  the  public, 
and  it  is  not  yet  another  item  in  one's  curriculum  vitae  then  to  be 
used  to  sort  of  further  them  in  some  private  career. 

Of  course  you  have  established  a  very  fine  record  as  a  partner 
in  one  of  the  Nation's  leading  law  firms,  so  you  obviously  do  not 
need  this  as  a  stepping  stone  in  private  practice;  and  in  fact  I  am 
very  pleased  that  we  nave  been  able  to  draw  you  into  assuming 
this  responsibility.  I  think  Arthur  Levitt  needs  people  like  you  on 
the  Commission  with  him.  So  I  welcome  the  nomination  and  I  wel- 
come the  response  to  that  question. 

I  know  we  are  under  tight  time  pressures  here,  Mr.  Chairman, 
and  I  am  not  going  to  pursue  any  substantive  questions  with  Mr. 
Wallman. 

Those  are  your  two  young  sons  there,  I  take  it? 

Mr.  Wallman.  No,  those  are 

The  Chairman.  Mr.  Diehl's  sons.  We  are  going  to  get  to  them 
next. 

Senator  Sarbanes.  Oh,  those  are  Mr.  Diehl's  sons?  Well,  I  am 
jumping  the  gim. 

[Laughter.] 

I  thought  that 

Mr.  Wallman.  I  can  affirmatively  deny  that. 

[Laughter.] 

Senator  Sarbanes.  I  was  struck  by  the  story  you  told  about  the 
conversation  you  had  with  your  father  very  many  years  ago.  We 
hope  that  you  are  going  to  contribute  to  that  standard  he  spoke 
about  with  respect  to  the  Commission  and  the  work  it  was  doing 
and  its  responsibilities. 

I  wish  you  well  in  the  task  that  lies  ahead  of  you. 

Mr.  Wallman.  Thank  you,  Senator.  I  have  been  looking  forward 
to  the  opportunity  to  be  in  public  service  for  an  awfully  long  time. 
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That  is  why  I  came  to  Washington  in  the  first  instance,  so  this  is 
quite  a  great  honor  and  privilege  for  me. 

Senator  Sarbanes.  Good  luck  to  you.  Thank  you. 

The  Chairman.  Thank  you  very  much.  We  appreciate  the  senti- 
ment you  just  expressed. 

We  will  have  additional  written  questions  for  you  for  the  record, 
I  am  sure,  from  other  Members.  That  will  conclude  our  questioning 
of  you. 

We  thank  you.  Let  me  excuse  you  now  and  invite  Mr.  Diehl  to 
come  to  the  table. 

Next  we  are  moving  to  consider  the  nomination  of  Philip  Diehl 
of  Texas  to  be  Director  of  the  U.S.  Mint. 

Mr.  Diehl  is  familiar  to  many  of  us  because  of  his  long  and  dis- 
tinguished association  with  Senator — and  now  Treasury  Secretary 
Lloyd  Bentsen. 

As  was  mentioned  earlier  by  Congressman  Pickle,  he  has  served 
as  Senator  Bentsen's  Legislative  Director  and  later  his  Staff  Direc- 
tor on  the  Senate  Finance  Committee. 

I  want  to  say  at  the  outset  that  I  strongly  support  your  nomina- 
tion. He  comes  before  us  today  with  outstanding  qualifications  and 
experience. 

In  addition  to  the  previous  service,  he  has  also  worked  as  a 
teaching  assistant  at  Stanford;  been  a  public  policy  and  economic 
researcher  for  the  Texas  State  Comptroller;  worked  for  as  a  Con- 
stitutional law  research  consultant  for  Pillsbuiy  Madison  &  Sutro 
in  San  Francisco;  and  served  as  the  Director  of  Telephone  Regula- 
tion at  the  Texas  Comptroller's  Office  to  the  Texas  Public  Utility 
Commission.  He  has  had  other  important  duties,  as  well. 

He  is  currently  serving  as  the  Executive  Deputy  Director  of  the 
Mint  where,  from  all  reports,  he  is  doing  an  excellent  job.  I  know 
him  to  be  highly  knowledgeable  with  respect  to  all  aspects  of  the 
Mint,  and  we  look  forward  to  having  you  serve  there  in  a  distin- 
guished way. 

Let  me  now  ask  you  to  stand  and  take  the  oath. 

Do  you  swear  that  the  testimony  you  are  about  to  give  is  the 
truth,  the  whole  truth,  and  nothing  but  the  truth,  so  help  you, 
God? 

Mr.  Diehl.  I  do. 

The  Chairman.  Do  you  agree  to  appear  and  testify  before  any 
duly  constituted  Committee  of  the  Senate? 

Mr.  Diehl.  Yes,  I  do. 

The  Chairman.  Why  don't  you  go  ahead  and  introduce  your  fam- 
ily and  your  two  handsome  young  sons  there  and  your  wife — or  is 
that  your  daughter? 

[Laughter.] 

STATEMENT  OF  PHILIP  N.  DIEHL,  OF  TEXAS,  TO  BE  DIRECTOR 

OF  THE  UNITED  STATES  MINT 

Mr.  Diehl.  This  is  my  wife,  Jacquita,  and  my  son  Michael,  and 
my  son  Alex. 

The  Chairman.  Nice  to  have  you  here. 

Mr.  Diehl.  Thank  you,  Mr.  Chairman. 

Senator  Sarbanes.  I  welcome  those  two  young  men,  and  I  apolo- 
gize. 
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The  Chairman.  You  [speaking  to  Michael  and  Alex  Diehl]  will 
have  to  come  up  here  and  sit  this  chair  when  we  finish  so  you  can 
just  see  how  it  feels  and  see  how  it  looks  from  this  end.  We  will 
do  that  when  we  finish  here. 

Mr.  Diehl.  Thank  you  very  much,  Mr.  Chairman,  Mr.  Sarbanes. 

It  is  an  honor  to  come  before  the  Senate  Committee  on  Banking, 
Housing,  and  Urban  Affairs  as  President  CHnton's  nominee  to  be 
Director  of  the  United  States  Mint. 

As  you  know,  the  U.S.  Mint  is  one  of  the  Nation's  oldest  Federal 
agencies  with  a  history  dating  back  over  200  years.  Unlike  the 
Treasury  Department,  of  which  the  Mint  is  a  part,  the  U.S.  Mint 
traces  its  origins  to  Thomas  Jefferson  rather  than  his  political  and 
ideological  rival,  Alexander  Hamilton. 

Among  his  many  other  interests,  Jefferson  was  a  coin  collector 
and  had  strong  opinions  regarding  the  type  of  coinage  system  the 
Nation  would  need  to  ensure  the  efficient  flow  of  goods  and  services 
within  its  borders. 

Out  of  his  commitment  to  economic  growth  and  equity,  Jefferson 
authored,  and  advocated  to  eventual  adoption  by  the  Congress,  the 
decimal  coinage  system  we  use  today.  He  also  founded  the  United 
States  Mint  auring  his  tenure  as  the  Nation's  first  Secretary  of 
State. 

Today  the  U.S.  Mint  has  grown  into  a  billion  dollar  a  year  inter- 
national manufacturing  and  marketing  enterprise  with  2,200  em- 
ployees, the  largest  coin  production  operation  in  the  world.  If  the 
Mint  were  a  private  concern,  it  would  be  counted  among  the  For- 
tune 500. 

In  1993,  the  Mint  produced  over  14  billion  circulating  coins  val- 
ued at  more  than  $500  million  and  generating  over  $300  million  in 
seigniorage  profits  to  finance  the  Federal  debt,  making  the  Mint 
one  of  the  few  Federal  agencies  to  generate  a  profit.  Faster  eco- 
nomic growth  in  1994  will  boost  coin  production  demand  by  25  per- 
cent to  some  18  billion  coins. 

In  1993,  the  Mint  also  produced  and  sold  some  40  million  coins 
in  bullion  and  numismatic  markets  around  the  world,  generating 
another  $40  million  in  profits  for  the  Federal  treasury  and  $20  mil- 
lion in  surcharges  for  sponsoring  organizations  authorized  by  Con- 
gress to  receive  these  funds. 

All  tolled,  the  Mint  commemorative  programs  over  the  past  dec- 
ade have  raised  $250  million  for  sponsoring  organizations,  provid- 
ing funding  for  the  training  of  Olympic  athletes,  the  restoration  of 
the  Statue  of  Liberty  and  the  Statue  of  Freedom  on  the  Capitol 
Dome,  fellowships  for  study  and  teaching  related  to  the  U.S.  Con- 
stitution, and  to  complete  the  circle  in  1994,  an  endowment  to  pre- 
serve Monticello,  the  home  of  Thomas  Jefferson. 

These  commemorative  programs  and  the  gold  and  silver  bullion 
American  Eagle  programs  play  important  roles  in  supporting  de- 
mand in  the  U.S.  gold,  silver  and  copper  mining  industries,  provid- 
ing jobs  for  American  miners  and  coin  strip  manufacturers,  and  al- 
lowing for  controlled  disposal  of  excess  supplies  from  the  Federal 
stockpile  of  silver. 

In  the  process  of  making  these  contributions  to  the  U.S.  economy, 
the  U.S.  Mint  has  built  the  American  Eagle  into  the  most  success- 
ful bullion  coin  program  in  the  world,  with  the  Silver  Eagle  taking 
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70  to  80  percent  of  the  world  market  and  and  registering  total 
sales  of  over  55  million  one-ounce  silver  dollars.  Likewise,  the  gold 
Eagle,  after  competing  in  world  bullion  markets  for  only  7  years, 
is  now  the  world  market-share  leader  with  total  sales  of  over  6  mil- 
lion ounces  of  gold. 

If  I  am  confirmed  by  the  Senate  as  Director  of  the  United  States 
Mint,  I  intend  to  pursue  three  priorities  during  my  term. 

First,  the  Mint  is  one  of  three  Treasury  bureaus  that  has  not  re- 
ceived a  clean  audit  from  its  outside  auditors  under  the  Chief  Fi- 
nancial Officers  Act.  My  first  priority  will  be  to  implement  an  ag- 
gressive schedule  of  financial  management  improvements  that  will 
lay  the  foundation  for  the  Mint  to  receive  a  clean  audit  within  2 
years. 

The  Chairman.  Good  for  you. 

Senator  Sarbanes.  Yes. 

Mr,  DiEHL.  In  fact,  we  have  already  begun  this  effort  in  the  past 
6  months  and  I  can  report  that  good  progress  has  been  made  with 
the  Mint  obtaining  an  unqualified  opinion  on  its  manufacturing 
balance  sheets. 

Second,  the  Mint  shares  with  this  Committee  a  challenge  on 
which  I  hope  we  can  make  progress  in  the  near  future:  Finding  a 
means  of  controlling  the  continuing  proliferation  of  commemorative 
coin  programs. 

As  the  Congress  recognized  in  1992  when  establishing  the  Citi- 
zens Commemorative  Coin  Advisory  Committee,  and  again  in  a 
Sense  of  the  Congress  Resolution  passed  in  1993,  the  Congress  is 
authorizing  the  production  of  a  rapidly  increasing  number  of  coin 
programs  into  a  shrinking  market  for  commemorative  coins. 

This  proliferation  of  coin  programs  is  testing  the  limits  of  both 
collectors'  willingness  to  buy  and  the  Mint's  ability  to  produce  and 
market  in  a  business-like  fashion. 

Last  November  Secretary  Bentsen  appointed  the  members  of  the 
Citizens  Advisory  Committee,  which  was  created  by  Congress  to 
provide  advice  on  how  to  limit  the  number  of  commemorative  pro- 
grams. This  Committee  will  produce  a  report  before  the  end  of  this 
year  recommending  a  5-year  plan  of  commemorations  and  suggest- 
ing additional  actions  which  might  be  considered  to  address  this 
matter. 

Third,  there  are  opportunities  on  several  fronts  for  the  Mint  to 
increase  its  profitability  and  thereby  make  a  larger  contribution  to 
financing' the  Federal  debt,  and  increasing  employment  among  the 
Mint's  private-sector  suppliers. 

One  opportunity  is  through  the  acquisition  of  more  modem  com- 
munications and  production  technology  and  the  adoption  of  modern 
personnel  management  practices. 

I  am  persuaded  that  in  this  regard  the  Mint  is  especially  ripe  for 
"reinvention,"  with  a  significant  potential  for  productivity  improve- 
ments and  savings. 

I  believe  there  are  opportunities  over  the  mid-term  to  expand 
coin  collecting  into  geographic  and  demographic  markets  that  in 
the  past  have  shown  little  interest  in  numismatics. 

One  reason  the  commemorative  coin  sales  have  declined  over  the 
past  decade  is  that  the  Mint  has  invested  little  in  expanding  its 
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markets  beyond  the  white  males  over  50  years  of  age  who  dominate 
our  customer  base. 

We  must  develop  marketing  strategies  that  expand  the  appeal  of 
coin  collecting  into  younger  and  more  ethnically  diverse  markets  in 
order  to  respond  to  the  rising  demands  in  Congress  for  authoriza- 
tion of  commemorative  programs. 

Finally,  the  Mint  must  secure  the  loyalties  of  its  long-time  cus- 
tomer base,  as  well  as  its  new  customers,  by  rapidly  improving  cus- 
tomer service,  enhancing  the  artistic  appeal  of  our  products,  and 
expanding  the  range  of  commemorative  themes  beyond  the  athletic, 
military,  and  veteran  themes  that  have  dominated  coin  programs 
over  the  past  decade. 

The  Citizens  Commemorative  Coin  Advisory  Committee  will  ad- 
dress the  matter  of  commemorative  themes  in  its  5-year  plan  to  be 
issued  later  this  year. 

The  Mint  has  already  begun  a  major  effort  to  improve  customer 
service  by  cutting  in  half  average  order  fulfillment  time  and  im- 
proving the  responsiveness  at  our  customer  service  center. 

I  want  to  take  this  opportunity  in  closing  to  thank  President 
Clinton  for  the  honor  of  this  nomination,  and  Secretary  Bentsen  for 
his  continuing  support  and  confidence. 

I  also  want  to  thank  my  wife  and  my  sons  for  the  patience  with 
which  they  have  accommodated  the  demands  of  life  in  official 
Washington  over  the  last  3V2  years. 

That  concludes  my  statement.  I  am  happy  to  answer  any  ques- 
tions. 

The  Chairman.  Very  good.  Good  statement.  You  have  covered 
the  waterfront,  and  I  appreciate  that. 

I  am  going  to  just  pose  one  question  to  you,  and  I  am  going  to 
have  you  give  me  a  brief  answer.  If  you  want  to  elaborate  for  the 
record,  I  would  like  you  to  do  that. 

We  have  a  GAO  report  that  suggested  that  the  replacement  of 
the  $1  Federal  Reserve  Note  with  a  $1  coin  could  save  up  to  $395 
million  in  production  costs  in  the  14th  year  of  a  30-year  program. 
So  this  is  a  complex  issue. 

According  to  the  GAO,  key  elements  for  the  successful  conversion 
to  the  $1  coin  are,  number  one,  elimination  of  the  $1  paper  note; 
a  reasonable  transition  period;  a  well-designed  coin;  adequate  pub- 
lic awareness  of  the  change;  and  administrative  and  congressional 
support.  So  it  is  not  a  simple  matter.  Do  you  have  a  position  re- 
garding the  $1  coin,  yourself? 

Mr.  DiEHL.  No,  I  do  not.  The  Administration  has  not  yet  deter- 
mined its  position  on  the  $1  coin,  although  it  is  under  active  con- 
sideration in  the  Treasury  Department  as  we  speak,  as  a  matter 
of  fact. 

I  think  the  GAO  has  it  exactly  right.  We  have  had  several  failed 
experiments  with  $1  coins,  the  most  recent  being  the  Susan  B. 
Anthony 

The  Chairman.  Right. 

Mr.  DiEHL.  — and  the  Mint  is  very  sensitive  about  what  it  be- 
lieves are  the  requirements  necessary  to  have  a  successful  pro- 
gram. 

There  are  foreign  governments  that  have  made  this  transition 
and  they  have  shown  us  how  to  do  it  if  we  choose  to  do  it.  I  think 
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it  is  absolutely  essential  that  we  make  a  commitment  up  front  to 
eliminate  the  $1  bill  in  order  to  ensure  the  success  of  the  $1  coin, 
and  also  to  have  an  appropriate  transition  period. 

I  say  that  one  concern,  a  parochial  concern  from  the  point  of  view 
of  the  Mint,  regarding  the  current  legislation  pending  in  Congress 
is  that  it  only  provides  for  an  18-montn  transition  period,  if  I  recall 
correctly.  I  tnink  we  probably  need  something  closer  to  30  months 
to  make  that  a  reality. 

We  also  need  to  make  a  commitment  to  spend  the  funds  nec- 
essary in  order  to  conduct  a  public  relations  campaign  to  prepare 
the  Ajnerican  people  for  the  transition  to  a  $1  coin.  The  Canadians 
did  that  when  they  introduced  the  maple  leaf,  and  I  think  it  went 
a  long  way  to  smoothing  the  path. 

The  Chairman.  Thank  you,  very  much. 

We  will  give  you  other  questions  for  the  record.  I  think  we  have 
covered  the  ground  we  need  to  now,  so  I  am  going  to  put  the  Com- 
mittee into  recess  and  I  am  going  to  invite  you  to  bring  your  boys 
up  here  and  let  them  look  at  things  from  this  end  of  the  room. 

Mr.  DiEHL.  Thank  you,  very  much. 

The  Chairman.  The  Committee  stands  in  recess. 

[Whereupon,  at  12:35  p.m.,  the  Committee  was  recessed,  to  re- 
convene upon  the  Call  of  the  Chair.] 

[Prepared  statements,  response  to  written  questions,  and  addi- 
tional material  supplied  for  tne  record  follow:] 
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PREPARED  STATEMENT  OF  CONGRESSMAN  J.J.  PICKLE 

To  THE  Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs 

Introducing  Philip  N.  Diehl  to  be  the  Director  of  the  United  States  Mint 

Chairman  Riegle,  Members  of  the  Committee,  I  sim  pleased  to  appear  before  you 
today  to  introduce  Philip  N.  Diehl,  President  Clinton's  nominee  for  Director  of  the 
United  States  Mint. 

Philip  has  amassed  exceptional  experience  and  expertise  in  both  the  public  and 
private  sectors.  He  has  been  Executive  Deputy  Director  of  the  Mint  since  last  Sep- 
tember and  he  has  served  Secretary  Bentsen  as  Counselor  and  Chief  of  Staff.  Prior 
to  moving  to  the  Treasury  on  January  21,  1993,  he  was  Staff  Director  of  the  Senate 
Finance  Committee  and  Legislative  Director  for  Senator  Bentsen.  These  two  offices 
have  had  a  reputation  for  oeing  run  according  to  Senator  Bentsen's  business-Uke 
philosophy,  and  in  my  judgment  Philip  was  largely  responsible  for  maintaining  that 
high  level. 

Before  joining  Senator  Bentsen  in  1991,  Philip  worked  in  both  the  public  and  pri- 
vate sector  of  the  telecommunications  industry.  He  was  Vice  President  of  Regulatory 
Affairs  for  International  Telechai^  Inc.,  a  long  distance  telephone  company  in  Dal- 
las, Texas,  and  was  Director  of  Telephone  Regulation  for  the  Texas  Public  Utility 
Commission.  He  also  has  had  extensive  experience  in  the  management  of  public  and 
fiscal  policy  research  with  the  State  Comptroller's  Office  in  Austin.  He  will  bring 
practical  business  experience  and  extensive  knowledge  of  the  public  sector  to  bear 
in  this  new  job  as  Director  of  the  United  States  Mint. 

I  might  add  that  as  Director  of  the  Mint,  Mr.  Diehl  will  be  leading  one  of  the  few 
Federal  agencies  that  actually  returns  a  profit  to  the  United  States  Treasury.  Hav- 
ing watched  his  work  on  the  funding  formulas  in  the  1991  Highway  Bill,  I  have  no 
doubt  he  can  do  FOR  the  Federal  Treasury  what  he  has  helped  Senator  Bentsen 
do  for  Texas  with  those  funding  formulas.  (By  the  way,  Mr.  Chairman,  I  believe  the 
State  of  Michigan  was  one  of  the  big  winners  under  those  reforms.) 

I  am  pleased  to  note  that  Philip  is  a  former  constituent  of  mine  as  a  long-time 
resident  of  Austin,  Texas.  In  addition  to  his  career  in  State  government,  he  earned 
a  Master  of  Arts  in  Government  at  the  University  of  Texas  at  Austin. 

Philip  Diehl's  experience,  knowledge,  and  energy  make  him  uniquely  suited  to  the 
directorship  of  the  United  States  Mint.  He  is  a  strong  advocate  for  making  Govern- 
ment more  efficient  and  responsive.  Reinventing  the  mint  is  a  big  job,  but  as  we 
say  down  in  Texas,  it  ain't  no  step  for  a  stepper,  and  Philip  is  a  stepper.  Let's  face 
it,  anybody  capable  of  being  Lloyd  Bentsen  s  top  hand  is  capable  of  handling  just 
about  anything! 

I  am  aelighted  to  appear  before  you  today,  Mr.  Chairman,  and  to  formally  intro- 
duce Philip  Diehl  to  you  as  the  President's  nominee  to  be  Director  of  the  United 
States  Mint. 


PREPARED  STATEMENT  OF  SENATOR  ALFONSE  M.  D'AMATO 

Mr.  Chairman,  thank  you  for  holding  this  hearing  on  the  nominations  of  Alan 
Blinder  for  Vice  Chairman  of  the  Board  of  Governors  of  the  Federal  Reserve,  Steven 
Wallman  for  Commissioner  of  the  Securities  and  Exchange  Commission,  and  Philip 
Diehl  as  the  Director  of  the  Mint. 

Mr.  Blinder  is  not  a  stranger  to  this  room.  About  9  months  ago  he  sat  at  that 
very  table  for  his  confirmation  hearing  to  be  a  member  of  the  President's  Council 
of  Economic  Advisers.  Even  though  the  move  from  the  Old  Executive  Office  Building 
to  the  Federal  Reserve  Board  is  a  short  move  distance-wise,  the  move  job-wise  will 
be  miles  apart.  In  your  former  position  at  the  CEA,  you,  along  with  Ms.  lyson  and 
Mr.  Stiglitz,  were  given  the  task  of  advising  the  President  on  economic  policy.  How- 
ever, your  suggestions  did  not  throw  the  financial  markets  into  an  uproar.  The  de- 
terminations vou  make  at  the  Federal  Reserve  will  affect  a  lot  of  people.  The  world 
financial  markets  will  hang  on  every  word  you,  the  other  governors,  and  Mr.  Green- 
span, will  say.  You  cannot  take  that  power  for  granted. 

Mr.  Wallman,  I  welcome  vou  to  the  Banking  Committee.  In  your  qualifications, 
you  state  that  you  are  deeply  committed  to  protecting  and  enhancing  the  interests 
of  the  investing  public  and  to  promoting  the  ability  of  American  business  to  create 
jobs  and  to  enhance  the  standard  of  living  within  our  market  structure.  I  agree  with 
this  philosophy  and  I  hope  that  you  will  be  able  to  meet  that  goal.  The  SEC  must 
play  an  active  role  in  seeing  that  people  feel  safe  and  secure  in  investing  in  busi- 
ness. 
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Looking  at  passed  and  proposed  legislation  dealing  with  the  minting  of  coins,  the 
need  for  a  capable  and  responsible  director  for  the  Mint  becomes  obvious.  During 
the  past  two  Congresses,  there  has  been  a  proliferation  of  commemorative  coin  pro- 
grams. As  these  projects  go  into  effect,  it  is  imperative  to  have  a  competent  individ- 
ual who  can  accurately  foresee  the  implications  of  these  coins  and  effectively  man- 
age the  operations  of  tne  Mint. 

Since  Mr.  Diehl  has  joined  the  Mint's  staff  as  Executive  Deputy  Director,  he  has 
taken  an  active  role  in  the  formation  of  the  Citizens  Commemorative  Coin  Advisory 
Committee  by  serving  as  its  Chairman.  I,  along  with  my  colleagues,  look  forward 
to  the  report  the  Advisory  Committee  is  preparing. 

ITiere  is  reason  to  believe,  based  upon  his  performance  to  date  that  Philip  Diehl 
is  qualified  for  the  position  of  Director  of  the  Mint. 

Again,  I  want  to  thank  the  Chairman  for  promptly  scheduling  these  nominations. 


PREPARED  STATEMENT  OF  SENATOR  CHRISTOPHER  J.  DODD 
On  the  Confirmation  of  Alan  S.  Bunder  as  Vice  Chairman  of  the 

Federal  Reserve  Board 

rd  like  to  welcome  you  here  today  Dr.  Blinder. 

You  are  without  a  doubt,  superbly  qualified  for  the  position  of  Vice  Chairman  of 
the  Federal  Reserve  Board.  I  think  we  are  fortunate  to  nave  someone  of  your  caliber 
ready  and  willing  to  serve  in  such  an  important  position. 

The  Committee  is  familiar  with  your  record  and  your  views.  It  was  less  than  10 
months  ago  that  you  were  here  before  us  as  a  nominee  to  the  Council  of  Economic 
Advisers.  However,  since  you  last  appeared  that  relatively  short  time  ago,  the  do- 
mestic and  international  economic  landscape  has  changed  quite  a  bit. 

The  Federal  Reserve  has  raised  short-term  interest  rates  three  times.  We  have 
had  periods  of  intense  volatility  in  our  financial  markets.  International  trade  ten- 
sions with  Japan  have  increased  considerably.  The  dollar  has  slid  to  historic  lows 
relative  to  other  currencies.  And  these  are  just  a  few  of  the  more  significant  develop- 
ments in  recent  months. 

It  is  an  enormously  challenging  time  for  economic  policymakers.  Getting  your 
arms  around  a  domestic  and  international  economy  which  are  more  intertwined 
than  ever  before  is  no  easy  task. 

The  instruction  manual  that  the  Fed  and  others  have  used  to  steer  the  economy 
for  many  years  is  outdated,  but  we're  not  exactly  sure  in  what  ways.  In  many  re- 
spects, we  re  simply  no  longer  sure  what  button  moves  what  lever. 

This  is  particular  true  in  terms  of  monetary  policy.  And  it  brings  me  to  my  con- 
cern about  the  recent  Fed  interest  rate  increases.  As  a  Member  from  a  State  and 
a  region  that  have  been  economically  devastated  over  the  last  several  years  and 
have  yet  to  recover,  I  am  very  concerned  about  the  impact  of  the  recent  rate  in- 
creases. Whatever,  economic  recovery  may  be  under  way — and  I  have  doubts  about 
it  in  my  State — it  is  going  to  be  strangled. 

How  sure  is  the  Fed  about  the  nature  and  origins  of  the  "inflation"  it  is  fighting. 
Are  our  traditional  gauges  of  inflation  and  economic  growth  still  relevant?  Have  we 
identified  the  right  enemy  and  are  we  fighting  the  right  battle? 

I  am  very  interested  on  your  thoughts  on  this  matter. 


PREPARED  STATEMENT  OF  ALAN  S.  BLINDER 

Nominee  for  Vice  Chairman  of  the  Board  of  Governors  of  the 

Federal  Reserve  Board 

Mr.  Chairman  and  Members  of  the  Committee,  this  is  the  second  time  in  less 
than  a  year  that  I  have  appeared  before  you  as  a  nominee,  and  I  want  to  thank 
you  once  again  for  the  speed  with  which  you  are  handling  my  nomination.  I  know 
the  Committee  has  a  crowded  agenda,  and  I  appreciate  the  prompt  attention.  There 
is  important  work  to  be  done  at  the  Federal  Reserve,  and,  with  the  Committee's  ap- 
proval, I  look  forward  to  getting  down  to  business  as  soon  as  possible. 

I  would  like  to  say,  first,  that  I  am  deeply  honored  thai  President  Clinton  has 
nominated  me  to  be  Vice  Chairman  of  the  Board  of  Governors.  Having  spent  much 
of  my  adult  life  watching  monetary  policy  from  a  distance  and  studying  its  effects 
on  the  economy,  I  am  keenly  aware  of  how  difficult  the  Fed's  job  is — and  now  impor- 
tant. Millions  of  Americans  who  haven't  the  slightest  idea  of  what  the  Fed  does  are 
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nonetheless  affected  by  its  decisions.  So  I  approach  this  assignment  with  a  mixture 
of  humility  and  awe — and  with  the  utmost  seriousness. 

Because  I  was  before  this  Committee  so  recently,  I  will  be  very  brief  on  personal 
biography  and  get  right  down  to  my  views  on  monetary  policy  and  the  role  of  the 
Federal  Reserve. 

Biography 

I  was  bom  in  New  York,  but  since  going  to  college  in  1963  I  have  lived  most  of 
my  life  in  the  Third  Federal  Reserve  District  (Philadelphia).  My  A.B.  degree  from 
Princeton  University,  M.Sc.  from  the  London  School  of  Economics,  and  Ph.D.  from 
MIT  are  all  in  economics.  From  1971  until  I  joined  the  Clinton  Administration  in 
January  1993,  I  taught  at  F*rinceton;  and  I  am  still  a  faculty  member  there,  on  un- 
paid leave  of  absence.  My  academic  writings  include  more  than  50  articles  and  sev- 
eral books  about  macroeconomics  or  monetary  pwlicy.  I  am  also  the  co-author  of  a 
textbook  from  which  well  over  a  million  students  have  learned  introductory  econom- 
ics. Finally,  for  almost  12  years  I  wrote  monthly  newspaper  and  magazine  articles 
on  a  wide  variety  of  economic  issues. 

At  present,  I  am  serving  £is  a  Member  of  President  Clinton's  Council  of  Economic 
Advisers,  where  macroeconomic  monitoring,  forecasting,  and  policy  are  among  my 
major  responsibilities.  Needless  to  say,  my  CEA  job  has  involved  me  in  many  discus- 
sions of  interest  rates  and  monetary  policy,  including  periodic  talks  with  Federal  Re- 
serve governors  and  staff.  So  I  am  quite  familiar  with  current  and  prospective  fu- 
ture monetary  policy  issues.  While  I  am  rushing  to  educate  myself  on  the  many 
legal  and  regulatory  issues  facing  the  Fed,  I  would  like  to  apologize  in  advance  if 
I  am  not  as  knowledgeable  on  these  matters  as  I  should  be — and  soon  will  be. 

Monetary  Policy  Methods 

As  I  mentioned,  monetary  policy  is  an  arcane  art,  understood  by  few  but  affecting 
many.  It  is  one  of  the  two  major  tools  the  Government  has  for  influencing  the  pace 
of  macroeconomic  activity — the  other  being  fiscal  policy.  In  today's  environment, 
however,  with  the  macroeconomic  aspects  of  fiscal  policy  all  but  locked  in  for  5  years 
by  OBRA93,  monetary  policy  must  near  almost  the  entire  burden  of  stabilization 
policy. 

Monetary  management  was  never  an  easy  job.  And,  nowadays,  with  the  financial 
maricets  more  complex — and  more  global — than  ever  before,  it  is  harder  than  ever. 
Furthermore,  as  Chairman  Greenspan  has  noted,  the  traditional  monetary  aggre- 
gates are  currently  of  relatively  little  use  as  guideposts.  So  the  Fed  really  has  no 
choice  but  to  watch  everything  and  make  its  best  jud^ents  about  when  the  econ- 
omy needs  to  be  spurred  on  and  when  it  needs  to  be  remed  in  to  guard  against  infla- 
tion. Nowadays,  changes  in  the  Federal  funds  rate  are  the  normal  vehicle  for  put- 
ting such  decisions  into  effect. 

Triis  brief  characterization  of  monetary  policy  seems  to  encapsulate  the  way  the 
Fed  has  been  conducting  its  business  of  late,  and  it  is  a  framework  with  wmch  I 
feel  quite  comfortable.  At  this  juncture  in  history,  no  one  on  the  FOMC  can  afford 
to  be  dogmatic,  nor  to  swear  allegiance  to  any  one  particular  indicator.  Paul  Sam- 
uelson  once  said  that  the  Lord  gave  us  two  eyes  so  that  we  could  watch  both  inter- 
est rates  and  the  money  supply.  Thanks  to  the  explosion  of  electronic  information 
gathering  and  processing,  we  now  have,  in  effect,  many  more  than  two  eyes.  That's 
fortunate,  for  we  need  to  be  watching  many  things  at  once. 

Goals  of  Monetary  Policy 

But  the  techniaues  of  monetary  policy  are  far  less  important  than  the  objectives. 
What  should  be  tne  Fed's  goals?  To  me,  this  is  a  simple  questiion,  for  Congress  has 
prescribed  them  in  the  Federal  Reserve  Act,  as  amended:  to  promote  effectively  the 
goals  of  maximum  employment,  stable  prices,  and  moderate  long-term  interest 
rates."  Let  me  say  a  few  words  about  each. 

Maximum  employment:  "Maximum  employment"  cannot  be  taken  literally.  In 
principle,  every  person  in  America  could  be  at  woric;  but  this  is  hardly  desirable. 
A  large  dynamic  economy  like  ours  will  always  have  millions  of  people  who  are,  in 
a  real  sense,  between  jobs.  Some  are  looking  to  improve  their  prospects;  some  have 
recently  lost  their  jobs  and  are  looking  for  new  ones;  some  have  skills  that  do  not 
match  the  available  jobs  and  need  retraining;  and  so  on.  Economists  say  that,  at 
any  point  in  time,  the  economy  has  a  "natural  rate  of  unemployment"  which,  to  a 
first  approximation,  cannot  be  changed  by  monetary  or  fiscal  policy.  So  I  interpret 
the  goal  of  "maximum  employment"  to  mean  limiting  unemployment  to  this  natural 
rate. 

Moderate  long-term  interest  rates:  To  a  significant  degree,  "moderate  long-term  in- 
terest rates"  follow  directly  from  stable  prices;  and  I  will  dwell  on  that  in  a  moment. 
But,  in  addition  to  the  inflation  component,  interest  rates  have  a  real  component. 
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The  plain  fact  is  that,  while  monetary  policy  has  a  profound  effect  on  long-term  in- 
flationary expectations,  its  influence  on  real  long  rates  is  indirect  and  muted.  Other 
factors,  such  as  the  balance  of  private  saving  and  investment  and  prospects  for  the 
Federal  budget,  have  larger  effects  on  real  long  rates.  In  this  respect,  I  have  been 
proud  to  be  associated  with  the  Clinton  Administration's  efforts  to  bring  down  the 
Federal  budget  deficit. 

Stable  prices:  "Stable  prices"  translates  directly  to  low  inflation.  Some  would  even 
say  zero  inflation,  but  this  is  a  more  elusive  concept  than  it  seems.  Different  price 
indexes  offer  different  measures  of  inflation.  For  example,  over  the  last  year  the 
core  CPI  has  increased  2.9  percent;  the  core  PPI  has  increased  just  0.4  percent;  and 
the  GDP  deflator  is  up  1.9  percent.  These  numbers  are  all  different,  but  they  all 
share  one  thing  in  common:  They  are  at  or  near  the  lowest  readings  in  a  generation. 
We  have,  indeed,  made  great  strides  in  reducing  inflation,  and  this  achievement 
should  neither  be  forgotten  nor  belittled. 

Another  set  of  complications  in  defining  stable  prices  stems  from  measurement 
problems  which  make  price  indexes  overstate  inflation.  Among  these  are  difliculties 
in  adjusting  for  improvements  in  quality  and  for  new  products,  and  consumers'  ten- 
dencies to  shift  spending  toward  products  and  sales  outlets  that  charge  lower  prices. 
Analysts  believe  that  the  CPI,  for  example,  may  overstate  inflation  by  between  0.5 
percent  and  1.5  percent  per  annum.  So,  just  as  zero  measured  unemployment  is  an 
inappropriate  translation  of  "maximum  employment,"  zero  measured  inflation  is  an 
inappropriate  translation  of  "stable  prices." 

Chairman  Greenspan  has  said  that  his  working  definition  of  stable  prices  is  when 
inflationary  expectations  do  not  play  a  role  in  household  and  business  decisions.  I 
have  oft^n  used  a  similar  definition:  When  people  stop  talking  about  inflation.  By 
either  of  these  definitions,  the  United  States  now  looks  to  be  close  to,  but  not  quite 
at,  stable  prices. 

Since  I  nave  been  accused  of  being  "soft  on  inflation,"  I  would  like  to  take  a  few 
minutes  to  clarify  my  views  on  the  subject. 

First,  it  is  clear  that  lower  inflation  is  always  better  than  higher  inflation — at 
least  until  we  reach  zero  "true"  inflation.  In  a  book  of  mine  which  has  been  cited 
as  evidence  that  I  am  a  "friend"  of  inflation,  I  wrote: 

Inflation  does  indeed  bring  losses  of  efficiency.  It  also  makes  people  feel 
insecure  and  unhappy.  We  would  no  doubt  be  better  off  without  it.  (Hard 
Heads.  Soft  Hearts,  p.  51) 

Fm  not  sure  how  that  makes  me  a  friend  of  inflation.  To  me,  the  only  real  ques- 
tions are:  How  low  should  we  try  to  push  inflation  and  how  fast?  At  what  point  is 
the  benefit  of  further  inflation  reduction  worth  the  incremental  cost  of  achieving  it? 

Second,  there  is  no  magic  bullet  for  fighting  inflation.  The  painful  truth  is  that 
reducing  inflation  is  costly.  America  paid  a  very  high  price — a  deep  and  long  reces- 
sion— to  bring  inflation  down  from  about  10  percent  to  about  4  percent  in  the  early 
1980's.  But  that  price  was  necessary  because  double-digit  inflation  was  intolerable. 
Then,  after  we  overshot  normal  capacity  and  inflation  crept  back  above  5  percent 
in  1989-1990,  we  suffered  through  another,  albeit  smaller,  recession  to  bring  it  baick 
down  to  its  current  level  of  below  3  percent.  These  costs  were  not  abstract.  Millions 
of  Americans  lost  their  jobs,  some  for  long  periods  of  time. 

Having  paid  the  price  to  achieve  these  gains  on  the  inflation  front,  it  would  be 
sheer  folly  to  squander  them  now.  There  is  simply  no  good  reason  to  push  the  econ- 
omy beyond  its  normal  capacity  and  into  the  inflationary  zone;  any  job  gains  we  en- 
joyed in  the  short  run  would  be  balanced  by  job  losses  later.  If  unemployment  is 
to  be  pushed  below  the  currently  estimated  natural  rate,  it  must  be  done  by  struc- 
tural policies — like  education  and  training — not  by  monetary  policy. 

Third,  short-run  fluctuations  in  inflation  depend  on  more  than  just  monetary  pol- 
icy. Fiscal  policy,  through  its  effects  on  aggregate  demand,  can  be  either  inflationary 
or  disinflationary.  Food  prices  and  energy  prices,  which  are  largely  beyond  our  con- 
trol, can  push  inflation  up  or  down  for  a  while.  Sometimes  we  are  unlucky,  as  when 
OPEC  struck  in  1973-74  and  1979-80,  and  inflation  shoots  up.  Sometimes  we  are 
lucky,  and  inflation  declines,  as  in  1985—86  and  again  last  year.  K  monetary  policy 
is  used  to  cut  our  losses  on  the  inflation  front  when  luck  runs  against  us,  and  pocket 
the  gains  when  good  fortune  runs  our  way,  we  can  continue  to  chip  away  at  the 
already-low  inflation  rate. 

Fourth,  and  finally,  there  is  wisdom  in  the  old  adage  that  where  you  stand  de- 
pends on  where  you  sit.  The  Federal  Reserve  is  society's  ultimate  bulwark  against 
inflation,  and  this  stark  fact  gives  every  member  of  the  Board  a  special  responsibil- 
ity that,  for  example,  I  never  had  as  an  outsider.  It  is  the  reason,  I  think,  that  Con- 
gress wisely  gave  the  Fed  so  much  political  independence. 
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The  intent  of  Congress  was,  pretty  clearly,  to  ensure  that  the  Fed  would  be  able 
to  take  the  long  view  and  do  what  is  best  for  the  economy,  passing  up  opportunities 
to  reap  short-run  gains  at  the  expense  of  the  economy's  long-run  interests.  If  you 
take  the  long  view,  there  are  reaUy  no  conflicts  among  the  three  goals  that  Congress 
gave  the  Fed:  maximum  employment,  stable  prices,  and  moderate  long-term  interest 
rates. 

The  Independence  of  the  Fed 

Given  what  I  have  just  said,  it  will  not  surprise  you  that  I  strongly  support  the 
independence  of  the  Fed.  The  main  reason  is  simple:  I  think  an  independent  central 
bank  is  best  for  the  long-run  economic  welfare  of  the  country. 

But  independence  need  not  and  should  not  mean  arrogance,  insensitivity,  or  lack 
of  accountability.  The  Fed  should  not  watch  election  returns  or  public  opinion  polls, 
but  it  should  watch  the  well-being  of  the  proverbial  man  and  woman  on  the  street. 
And  it  should  always  remember  that  it  has  260  million  clients.  The  American  people 
do  not  want  inflation,  and  they  do  want  jobs.  That's  what  Congress  has  asked  the 
Fed  to  deliver,  and  that's  what  it  should  try  to  do.  Yes,  the  Fed  is  judged  every  day 
by  the  financial  markets.  But  these  are  fleeting  evaluations.  Its  ultimate  judge  is 
the  public — and  history.  In  fact,  I  believe  that  the  ultimate,  long-run  verdicts  of  the 
mareets,  the  public,  and  the  history  books  wiU  all  be  the  same. 

Independence  also  need  not  and  should  not  mean  mystery.  The  minutia  of  central 
banking  will  always  be  mysterious  to  most  people;  nor  do  they  much  care.  But  the 
Fed's  basic  decisions  about  monetary  policy  affect  almost  everyone.  And  while  the 
process  of  reaching  them  is  best  conducted  in  private,  so  that  frank  interchange  is 
encouraged,  the  decisions  themselves  should  be  transparent.  In  this  regard,  1  ap- 
plaud the  Fed's  recent  practice  of  announcing  FOMC  decisions  explicitly  and 
promptly  rather  than  leaving  markets  guessing  while  professional  Fed-watchers  di- 
vine its  intentions.  It  is  a  step  I  have  long  advocated,  and  I  hope  it  will  become  a 
permanent  part  of  the  Fed's  operating  procedures.  Indeed,  I  thmk  the  Fed  can  do 
a  better  job  than  it  has  to  date  of  explaming  its  goals  and  policies  to  the  American 
people. 

Mr.  Chairman  and  Members  of  the  Committee,  I  thank  you  for  listening  and  hope 
this  statement  has  conveyed  to  you  my  basic  views  on  monetary  policy.  I  would  now 
be  happy  to  answer  any  questions  you  might  have. 
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ALAN  S.  BLINDER  SS#103-36-4906 

Attachment  to  Senate  Banking  Questionnaire 

Qualifications,  page  4: 

While  the  Federal  Reserve  has  many  tasks,  its  principal 
responsibility  is  surely  the  conduct  of  monetary  policy. 
Effective  monetary  management,  in  turn,  is  predicated  on  careful 
study  and  analysis  of  all  aspects  of  the  macroeconomy — a  task  to 
which  the  Fed,  appropriately,  devotes  enormous  staff  resources. 
Most  of  my  professional  life  has  been  devoted  to  precisely  this 
subject:  theoretical  and  empirical  research  on  macroeconomics.  At 
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being  Vice  Chairman  of  the  Federal  Reserve  Board.  But,  in 
retrospect,  much  of  my  career  turns  out  to  have  been  directly 
relevant  to  the  job  to  which  I  have  been  nominated. 
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measurement  and  evaluation  of  monetary  policy  ("New  Measures  of 
Monetary  and  Fiscal  Policy,  1958-1973,"  American  Economic  Review. 
December  1976,  pp.  780-796  (with  Stephen  M.  Goldfeld) ,  and 
"Implications  of  Endogenous  Stabilization  Policy,"  Brookings 
Papers  on  Economic  Activity  3,  1972,  pp.  585-640  (with  Stephen  M. 
Goldfeld)),  and  the  subject  has  been  a  continuing  interest  of 
mine  throughout  my  academic  career — both  as  author  and  teacher. 
In  fact,  my  most  frequently-cited  scholarly  paper  ("Does  Fiscal 
Policy  Matter?,"  Journal  of  Public  Economics,  November  1973,  pp. 
319-337  (with  Robert  M.  Solow) )  examines  the  interaction  between 
budget  deficits  and  monetary  policy-  Several  of  the  last 
scholarly  papers  I  published  before  joining  the  government 
related  either  directly  ("The  Federal  Funds  Rate  and  the  Channels 
of  Monetary  Transmission,"  American  Economic  Review.  Vol.  82,  No. 
4,  September  1992,  pp.  901-921  (with  Ben  Bernanke) )  or  indirectly 
("On  Sticky  Prices:  Academic  Theories  Meet  the  Real  World," 
Monetary  Policy,  forthcoming,  (edited  by  N.  Greg  Mankiw) )  to  the 
conduct  of  monetary  policy.   All  together,  I  have  written  or 
coauthored  18  papers  that  were  explicitly  about  monetary  policy 
and  another  37,  plus  several  books,  on  related  topics  in 
macroeconomics . 

Academic  economists  are  often  aloof  from  practical  policy 
debates;  but  I  have  not  been.  For  years  I  watched  the  Fed's 
behavior  closely  from  the  outside,  wrote  about  it  in  newspapers 
and  magazines,  participated  in  Fed  advisory  groups,  and  testified 
about  monetary  policy  before  Congressional  committees.  Sometimes 
I  was  critical  of  the  Fed's  decisions,  sometimes  full  of  praise. 
But  all  of  this  Fed-watching  has  given  me  a  deep  appreciation  of 
the  subtleties  and  difficulties  of  conducting  monetary  policy.  It 
is  not  an  easy  job,  and  I  have  learned  from  both  the  Fed's  errors 
and  its  triumphs. 
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Qualifications,  page  4  (cont'd) 


Since  I  joined  the  Council  of  Economic  Advisers  in  January 
1993,  a  large  part  of  my  job  has  been  macroeconomic  analysis  and 
forecasting — which  includes,  among  other  things,  study  and 
analysis  of  the  Fed's  current  and  prospective  policies.  Much,  if 
not  all,  of  this  work  is  directly  relevant  to  what  I  will  do  if 
confirmed  as  Vice  Chainnan  of  the  Federal  Reserve  Board.  In 
addition,  I  have  acquired  a  broad  understanding  of  how  a  wide 
variety  of  economic  policies  are  made. 
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Potential  conflicts 

of  interest:  1.   Describe  any  financial  arrangements  or  deferred  comp>ensation  agreements  or  other 

continuing  dealings  with  business  associates,  clients  or  customers  who  will  be  af- 
fected by  policies  which  you  will  influence  in  the  position  to  which  you  hive  been 
nominated. 

NONE. 


2.   List  any  investments,  obligations,  liabilities,  or  other  relationships  which  might  involve 
potential  conflicts  of  interest  with  the  position  to  which  you  have  been  nominated. 

1   own   some   U.S.    Govemmenc   securities,    which   I   will  divesC   before 
being   sworn   in. 


.  Describe  any  business  relationship,  dealing  or  financial  transaction  (other  than  tax- 
paying)  which  you  have  had  during  the  last  10  years  with  the  Federal  Government, 
whether  for  yourself,  on  behalf  of  a  client,  or  acting  as  an  agent,  that  migtit  in  any 
way  constitute  or  result  in  a  possible  conflict  of  interest  with  the  position  to  which  you 
have  been  nominated. 

NONE . 
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I.  List  any  lobbying  activity  during  the  past  10  years  in  which  you  have  engaged  for  the 
purpose  of  directly  or  Indirectly  influencing  the  passage,  defeat  or  modification  of 
any  legislation  at  the  national  level  of  government  or  affecting  the  administration  and 
execution  of  national  law  or  public  policy. 

NONE. 


3.  Explain  how  you  will  resolve  any  potential  conflict  of  interest  that  may  be  disclosed  by 

your  responses  to  the  above  items. 
I  will  divest  myself  of  any  assets    for  which   I   am  asked   to  do   so. 


Civil,  cnminal  and 
investigatory 
actions: 


1.  Give  the  full  details  of  any  civil  or  criminal  proceeding  in  which  y^tt  were  a  defendant 
or  any  inquiry  or  investigation  by  a  Federal,  State,  or  local  agency  in  which  you  were 
the  subject  of  the  inquiry  or  investigation. 

NONE 


2.  Give  the  full  details  of  any  proceeding,  inquiry  or  investigation  by  any  professional 
association  including  any  bar  association  in  which  you  were  the  subject  of  the  pro- 
ceeding, inquiry  or  investigation. 


NONE. 
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CURRICULUM  VITAE 
Alan  Stuakt  Blinder 

April  1994 

Address 

President's  Council  of  Economic  Advisers 

17th  and  Pennsylvania  Avenue,  NW 

Rm.  314,  OEOB 

Washington,  DC  20500 

(202) 395-5046 

FAX:(202)  395-6958 

Personal  Data 

Bom:  October  14,  1945,  Brooklyn,  New  York. 

Marital  Status:  Married;  two  sons,  ages  21  and  17. 

Educational  Background 

Ph.D.,  Massachusetts  Institute  of  Technology,  1971. 

M.Sc.  (Econ.),  London  School  of  Economics,  1968. 

A.B.,  Princeton  University,  summa  cum  laude  in  economics,  1967. 

Professional  Activities,  Honors,  etc. 

Member,  President's  Council  of  Economic  Advisers,  1993-. 
Fellow,  American  Academy  of  Arts  and  Sciences,  1991-. 
Vice-F*re8ident,  American  Economic  Association,  1989. 

Executive  Committee,  1985-87. 

Commission  on  Graduate  Education,  1988-90. 

Committee  on  Honors  and  Awards,  1988-93. 
Vice  President,  Eastern  Economic  Association,  1992-93. 

Member,  Academic  Advisory  Panel,  Federal  Reserve  Bank  of  New  York,  1990-93. 
Member,  Research  Advisory  Board,  Committee  for  Economic  Development,  1992-93. 
Member,  Selection  Committee,  Frank  E.  Seidman  Distinguished  Award  in  Political 

Economy,  1991  and  1992. 
International  Associate  Member,  Foundation  for  Advanced  Information   and  Re- 
search, Japan, 1989-93. 
Member,  Board  of  Directors,  Social  Science  Research  Council,  1987-90. 

Executive  Committee,  1988-90. 
Member,  Advisory  Committee  on  Economics,  Alfred  P.  Sloan  Foundation,  1984—93. 
Member,  NSF  Economics  Panel,  1985-86. 

Chairman,  Economic  Policy  Committee,  National  Policy  Exchange,  1981-85. 
Member,  Conference  on  Research  in  Income  and  Wealth  (NBER),  1988-93. 
Member,  National  Academy  of  Social  Insurance,  1988-94. 
Member  of  Advisory  Board,  Penman  Asset  Management,  1992-93. 
Member,  Board  of  Editors,  Journal  of  Economic  Literature,  1981-84,  1988-93. 
Member,  Editorial  Board,  Journal  of  Monetary  Economics,  1981-93. 
Associate  Editor,  Journal  of  Public  Economics,  1982-93. 
Member,  Editorial  Board,  Challenge,  1984-93. 
Member,  Board  of  Editors,  The  American  Prospect,  1989-93. 
Joseph  L.  Lucia  Lecturer,  Villanova  University,  October  1992. 
Kane  Lecturer,  Bentley  College,  November  1991. 
Distinguished  Speaker,  Eastern  Economic  Association,  March  1990. 
H.  Chase  Stone  Lecturer,  Colorado  College,  January  1990. 
Tennenbaum  Lecturer,  (Georgia  Institute  of  Technology,  Nov.  1989. 
Henry  George  Lecturer,  University  of  Scranton,  October  1988. 
Richard  T.  Ely  Lecturer,  American  Economic  Association,  December  1987. 
David  Kinley  Lecturer,  University  of  Illinois,  October  1986. 

Kathleen  Bryan  Lecturer,  University  of  North  Carolina,  Greensboro,  March  1986. 
W.S.  Woytinsky  Lecturer,  University  of  Michigan,  December  1981. 
Director,  Center  for  Economic  Policy  Studies,  Princeton  University,  1989-93. 
Bicentennial  Preceptor,  Princeton  University,  1975-78. 
Fellow  of  the  Econometric  Society,  1981-. 
Member,  Brookings  Panel  on  Elconomic  Activity,  1981  and  1985;  Senior  Adviser, 

1982-93. 
Research  Associate,  National  Bureau  of  Economic  Research,  1978-93. 
Member,  American  Economic  Association. 
Member,  International  Society  for  Inventory  Research. 
Economics  columnist.  Business  Week,  1985-92. 
Economics  columnist.  The  Boston  Globe,  1981-85. 
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Occasional  columnist,  Washington  Post,  1982-90. 

Occasional  columnist,  Newsday,  1987-92. 

Editorial  advisor,  Bristlecone  Books,  1990-92. 

Deputy  Assistant  Director,  Fiscal  Analysis  Division,  Congressional  Budget  Oflice, 

Washington,  DC,  1975. 
Consultant,  Congressional  Budget  Oflice,  1975-92. 

Teaching  Experience 

Gordon  S.  Rentschler  Memorial  Professor  of  Economics,  Princeton  Univ.,  1982-. 

Chairman,  Department  of  Economics,  Princeton  University,  1988-90. 

Professor  of  Economics,  Princeton  University,  1979-82. 

Associate  Professor  of  Economics,  Princeton  University,  1976-79. 

Assistant  Professor  of  Economics,  Princeton  University,  1971-76. 

Instructor  in  Economics,  Boston  State  College,  Boston,  MA,  1969. 

Instructor  in  Finance,  Rider  College,  Trenton,  NJ,  1968-69. 

Visiting  Appointments 

Visiting  Scholar,  Russell  Sage  Foundation,  1991-92. 

Visiting  Scholar,  Economic  Planning  Agency,  Tokyo,  Summer  1991. 

Visiting  Fellow,  The  Brookings  Institution,  1985-86. 

Bryan  Visiting  Professor,  University  of  North  Carolina  at  Greensboro,  March  1986. 

Visiting  Professor,  Institute  for  International  Economic  Studies,  Stockholm,  Summer 

1983. 
Visiting  Professor,  Institute  for  Advanced  Studies,  Vienna,  Summer  1982. 
Fellow,  Institute  for  Advanced  Studies,  Hebrew  University  of  Jerusalem,  1976-77. 
Visiting  Assistant  Professor,  Stanford  University,  1974. 

Areas  of  Special  Interest 

Stabilization  policy,  macroeconomics,  income  distribution,  the  Japanese  economy. 

Publications 

Books 

Growing  Together:  An  Alternative  Economic  Strategy  for  the  1990's,  Whittle,  1991. 

Paying  for  Productivity,  Brookings,  1990  (edited  volume). 

Macroeconomics  Under  Debate,  Harvester-Wheatsheaf,  1989. 

Inventory  Theory  and  Consumer  Behavior,  Harvester-Wheatsheaf,  1989. 

Economic  Opinion,  Harcourt  Brace  Jovanovich,  First  edition  1989;  Second  edition 
1991. 

Hard  Heads,  Soft  Hearts:  Tough-Minded  Economics  for  a  Just  Society,  Addison-Wes- 
ley,  1987;  paperback  edition:  1988;  Japanese  translation:  1988. 

Economics:  Principles  and  Policy,  Harcourt  Brace  Jovanovich,  First  edition  1979; 
Second  edition  1982;  Third  edition  1985;  Fourth  edition  1988;  Fifth  edition  1991, 
and  Sixth  edition  1994  (with  William  J.  Baumol);  also  Canadian,  Australian,  and 
Japanese  editions. 

Private  Pensions  and  Public  Pensions:  Theory  and  Fact,  The  University  of  Michigan, 
1983. 

Economic  Policy  and  the  Great  Stagflation,  Academic  P*ress,  1979,  229  pp.  (paper- 
back edition:  1981;  Japanese  edition:  1982). 

Natural  Resources  Uncertainty  and  General  Equilibrium  Systems:  Essays  in  Memory 
of  Rafael  Lusky,  Academic  Press,  1977  (co-edited  with  Philip  Friedman). 

Toward  an  Economic  Theory  of  Income  Distribution,  The  MET  Press,  1974,  176  pp. 
(paperback  edition:  1977). 

Articles 

Forthcoming 

"On  Sticky  Prices:  Academic  Theories  Meet  the  Real  World,"  Monetary  Policy,  Uni- 
versity of  Chicago  Press,  edited  by  N.  Gregory  Mankiw. 

"Should  the  Former  Socialist  Economies  Look  East  or  West  for  a  Model?,"  Inter- 
national Economic  Association,  Moscow  Congress  Proceedings,  forthcoming. 

"International  Differences  in  Labor  Turnover:  A  Comparative  Study  with  Emphasis 
on  the  U.S.  and  Japan,"  (with  Alan  Krueger). 

1993 

"Free  Trade,"  in  D.  Henderson  (ed.),  Fortune  Encyclopedia  of  Economics,  pp.  526- 
529,  1993. 
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"Keynesian  Economics,"  in  D.  Henderson  (ed.),  Fortune  Encyclopedia  of  Economics, 
1993,  pp.  118-123. 

1992 

"More  Like  Them?,"  American  Prospect,  Winter  1992. 

"Growing  Together,"  Princeton  Alumni  Weekly,  March  4,  1992. 

"International  Perspective:  Trading  with  Japan:  Why  the  U.S.  Loses — Even  on  a 
Level  Playing  Field,"  Business  Economics,  Vol.  27,  No.  1,  January  1992. 

"The  Federal  Funds  Rate  and  the  Channels  of  Monetary  Transmission"  (with  Ben 
Bemanke),  American  Economic  Review,  Vol.  82,  No.  4,  September  1992,  pp.  901- 
921. 

"Consumer  Durables:  Evidence  on  the  Optimality  of  Usually  Doing  Nothing,"  Jour- 
nal of  Money,  Credit,  and  Banking,  Vol.  24,  No.  2  (May  1992),  pp.  258-272  (with 
Avner  Bar-Ilan). 

1991 

"The  Resurgence  of  Inventory  Research:  What  Have  We  Learned?,"  Journal  of  Eco- 
nomic Surveys,  Vol.  5,  No.  4  (1991)  (with  Louis  J.  Maccini). 

"Report  of  the  Commission  on  Graduate  Education  in  Economics,"  Journal  of  Eco- 
nomic Literature,  Vol.  29  (September  1991),  pp.  1035-1053  (with  other  members 
of  the  Commission). 

"Profit  Maximization  and  International  Competition,"  Forthcoming  in  Richard 
O'Brien  (ed.).  Finance  and  the  International  Economy:  5 — The  AMEIX  Bank  Review 
Prize  Essays,  Oxford  University  Press,  1991. 

"Is  the  National  Debt  Reallv— I  Mean,  Really— A  Burden?"  in  Debt  and  the  Twin 
Deficits  Debate,  edited  by  James  Rock,  Mayneld  Publishing  Company,  1991. 

"Why  Are  Prices  Sticky?  Preliminary  Results  from  an  Interview  Study,"  American 
Economic  Review,  May  1991,  pp.  89-96. 

"The  Supply  of  and  Demand  for  Macroeconomic  Advice"  (printed  in  Finnish  as 
"Talouspoliittinen  neuvonanto — kysynta  ja  tarjonta"),  Finnish  Economic  Journal, 
Vol.  87,  January  1991,  pp.  80-90. 

"Taking  Stock:  A  Critical  Assessment  of  Recent  Research  on  Inventories,"  Journal 
of  Economic  Perspectives,  Winter  1991,  pp.  73-96  (with  Louis  J.  Maccini). 

1990 

"A  Shred  of  Evidence  on  Theories  of  Wage  Stickiness,"  Quarterly  Journal  of  Eco- 
nomics, Vol.  55,  Issue  4,  November  1990  (with  Don  H.  Choi),  pp.  1003-1015. 

"Learning  By  Asking  Those  Who  Are  Doing,"  Eastern  Economic  Journal,  Vol.  16, 
No.  4,  October/December  1990,  pp.  297-306. 

"Economic  Policy  and  Economic  Science:  The  Case  of  Macroeconomics,"  in  Perspec- 
tive 2000,  edited  by  K.  Newton,  T.  Schweitzer,  and  J.-P  Voyer,  Economic  Council 
of  Canada,  1990. 

"A  Report  on  the  Evidence:  Pay,  Participation,  and  Productivity,"  The  Brookings  Re- 
view, Winter  1989/90. 

1989 

"In  Honor  of  Robert  M.  Solow:  Nobel  Laureate  in  1987,"  Journal  of  Economic  Per- 
spectives, Vol.  3,  No.  3,  Summer  1989. 

"The  Monetary-Fiscal  Transition  in  the  United  States,"  Institute  of  Fiscal  and  Mon- 
etary Policy,  Financial  Review  (Tokyo),  May  1989  (published  in  Japanese  trans- 
lation). 

"The  Stylized  Facts  About  Credit  Aggregates,"  in  Macroeconomics  Under  Debate, 
Harvester-Wheatsheaf,  1989. 

"The  Comparative  Statics  of  a  Credit-Rationing  Bank,"  in  Macroeconomics  Under 
Debate.  Harvester-Wheatsheaf,  1989. 

1988 

"The  Fall  and  Rise  of  Keynesian  Economics,"  The  Economic  Record,  December  1988. 
Reprinted  in — P.  Maxwell  (ed.).  Macroeconomics:  Contemporary  Australian  Read- 
ings, Harper  &  Row,  1991. 

"The  Challenge  of  High  Unemployment,"  American  Economic  Review,  Vol.  78,  No. 
2,  May  1988. 

"Credit,  Money,  and  Aggregate  Demand,"  American  Economic  Review  Papers  and 


Aggregi 
J,  No.  2, 


Proceedings,  Vol.  78,  No.  2,  May  1988  (with  Ben  S.  Bemanke). 
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The  Life-Cycle  Permanent-Income  Model  and  Consumer  Durables,"  Annales 
d'Economie  et  de  Statistique,  January-March  1988  (with  Avner  Bar-Ilan). 

"Why  Is  the  Government  in  the  Pension  Business?,"  in  Susan  Wachter  (ed.),  Provid- 
iiig  for  Retirement  in  the  Twenty-First  Century,  D.C.  Heath,  1988. 

The  Rules-versus-Discretion  Debate  in  the  Light  of  Recent  Experience,"  V/elt- 
wirtschaftliches  Archiv,  Sept.  1987  (reprinted  in  H.  Giersch  (ed.).  Macro  and 
Micro  Policies  for  More  Growth  and  Employment,  J.  C.  B.  Mohr,  1988,  pp.  45-63). 

1987 

"Credit  Rationing  and  Effective  Supply  Failures,"  Economic  Journal,  June  1987,  pp. 
327-352. 

"Keynes,  Lucas,  and  Scientific  Progress,"  American  Economic  Review,  May  1987,  pp. 
130-136  (reprinted  in  John  Maynard  Keynes  (1883-1946),  Volume  II,  edited  by 
Mark  Blaug  (Edgar  Elger  Publishing  Co.),  1991,  pp.  188-194). 

"Credit  Rationing  and  Aggregate  Supply  in  Economies  with  Less-Developed  Finan- 
cial Systems,"  Conference  on  Economic  Development  and  Social  Welfare  in  Tai- 
wan, Volume  I,  Institute  of  Economics,  Academia  Sinica,  Taipei,  Taiwan,  January 
6-7,  1987,  pp.  41-53. 

1986 

"Keynes  After  Lucas,"  Eastern  Economic  Journal,  July-Sept.  1986,  pp.  209-216. 
"Can  the  Induction  Smoothing  Model  of  Inventory  Behavior  be  Saved?"  Quarterly 

Journal  of  Economics,  August  1986,  pp.  431-453. 
"More  on  the  Speed  of  Adjustment  in  Inventory  Models,"  Journal  of  Money,  Credit 

and  Bankine,  August  1986.  pp.  355-365. 
"A  Skeptical  Note  on  the  New  Econometrics,"  in  M.H.  Peston  and  R.  E.  Quemdt 

(eds.),   Prices,    Competition   and   Equilibrium:  Essays   in   Honor  of  William   J. 

Baumol  (London:  Philip  and  Alan),  1986. 
"Inventory  Fluctuations  m  the  United  States  Since  1929,"  in  R.J.  Gordon  (ed.)  The 

American  Business  Cycle:  Continuity  and  Change,  National  Bureau  of  Economic 

Research,  1986  (with  Douglas  Holtz-Eakin). 
"Macroeconomics,  Income  Distribution,  and  Poverty,"  in  S.  Danziger  (ed.).  Fighting 

Poverty:  What  Works  and  What  Does  Not,  Harvard  University  Press,  1986  (with 

Rebecca  M.  Blank),  pp.  180-208. 

1985 

"The  Time  Series  Consumption  Function  Revisited,"  Brookings  Papers  on  Economic 

Activity  2:  1985,  pp.  465-511  (with  Angus  S.  Deaton). 
"The  PoRcy  Mix:  Lessons  from  the  Recent  Past,"  in  The  Economic  Outlook  for  1986, 

University  of  Michigan,  1985.  (Reprinted  with  changes  in  Economic  Outlook  USA, 

First  Quarter  1986,  pp.  3-8.) 
"Notches,"  American  Economic  Review,  September  1985  pp.  736-747  (with  Harvey 

S.  Rosen). 

1984 

"A  Keynesian  Revival  .  .  .?"  in  A.  Heertje  (ed.),  Tfie  U.SA.  in  the  World  Economy 
(Freeman  Cooper),  1984,  pp.  106-113. 

"Public  Opinion  and  the  Balanced  Budget,"  American  Economic  Review,  May  1984, 
pp.  144-149  (with  Douglas  Holtz-Eakin). 

"Reaganomics  and  Growtn:  The  Message  in  the  Models,"  in  C.  Hulten  and  B.  Saw- 
hill  (eds.),  The  Legacy  of  Reaganomics,  Urban  Institute,  1984,  pp.  199-227. 

"Aggregation  and  Stabilization  Policy  in  a  Multi-Contract  Economy,"  Journal  of 
Monetary  Economics,  January  1984  (with  N.  Gregory  Mankiw). 

1983 

"Money,  Credit  Constraints,  and  Economic  Activity,"  American  Economic  Review, 
May  1983,  pp.  297-302  (with  Joseph  E.  Stiglitz). 

"Issues  in  the  Coordination  of  Monetary  and  Fiscal  Policy,"  in  Monetary  Policy  Is- 
sues in  the  1980's,  Federal  Reserve  Bank  of  Kansas  City,  1983,  pp.  3-34.  (Par- 
tially reprinted  in  T.M.  Havrilesky  (ed.).  Modern  Concepts  in  Macroeconomics, 
Harlan  Davidson,  1985.) 

"On  the  Monetization  of  Deficits,"  in  L.  H.  Meyer  (ed.),  The  Economic  Consequences 
of  Government  Deficits,  Center  for  the  Study  of  American  Business,  1983).  Also 
reprinted  in  Spanish,  "Acerca  de  la  monetizacion  de  los  deficit,"  in  Cuademos 
Economicos  de  Ice,  No.  28,  1984/83,  pp.  39-68. 
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"Social  Security,  Bequests,  and  the  Life-Cycle  Theory  of  Savings:  Cross-Sectional 
Tests,"  in  R.  Hemming  and  F.  Modigliani  (eds.),  The  Determinants  of  National 
Savings  and  Wealth,  International  Economic  Association,  1983  (with  Roger  Gor- 
don and  Donald  Wise). 

Conversations  with  Neo-Keynesian  Economists:  The  "Younger  Generation,"  in  A. 
Klamer,  Conversations  with  Economists,  Rowman  &  Allenheld,  1983,  pp.  151-169. 

1982 

"Inventories  and  Sticky  Prices:  More  on  the  Microfoundations  of  Macroeconomics," 
American  Economic  Review,  June  1982,  pp.  334-348. 

"The  Anatomy  of  Double  Digit  Inflation  in  the  1970's,"  in  Robert  E.  Hall  (ed.).  Infla- 
tion. University  of  Chicago  Press  for  NBER,  1982,  pp.  261-282. 

"On  Making  the  Tradeoff  between  Equality  and  Efficiency  Operational,"  in  G. 
Feiwel  (ed.),  Samuelson  and  Neoclassical  Economics,  Kluwer-Nijhoff,  1982,  pp. 
317-328. 

1981 

"Retail  Inventory  Behavior  and  Business  Fluctuations,"  Brookings  Papers  on  Eco- 
nomic Activity,  2:  1981,  pp.  443-505. 

"Monetary  Accommodation  of  Supply  Shocks  under  Rational  Expectations,"  Journal 
of  Money,  Credit,  and  Banking,  November  1981,  pp.  425—438. 

"Inventories,  Rational  Expectations,  and  the  Business  Cycle,"  Journal  of  Monetary 
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STATEMENT  OF  STEVEN  M.H.  WALLMAN 

Concerning  His  Nomination  to  be  Commissioner  of  the  Securities  and 

Exchange  Commission 

Mr.  Chairman  and  Members  of  the  Committee:  It  is  with  great  pleasure  that  I 
appear  before  you  today.  I  am  honored  to  have  been  nominated  by  President  Clinton 
to  serve  as  a  Conunissioner  of  the  Securities  and  Exchange  Commission. 

I  would  first  like  to  introduce  you  to  my  wife,  Kathv,  who  recently  had  the  privi- 
lege of  entering  Government  service  as  the  Deputy  Chief  of  the  Cable  Services  Bu- 
reau of  the  Federal  Communications  Commission.  Her  love,  friendship,  advice,  and 
encouragement  have  been  an  inspiration  for  me.  Also  here  is  my  mother,  Doris,  who 
has  instilled  in  me  confidence,  tempered  with  the  desire  to  do  the  right  thing. 

I  would  like  to  thank  you  Mr.  Chairman,  the  other  Members  of  the  Committee 
and  the  Committee's  staff,  many  of  whom  I  have  worked  with  in  the  past,  for  your 
consideration  of  my  nomination. 

My  first  recollection  of  the  Commission  dates  back  to  when  I  was  about  six.  I  re- 
member my  father  talking  to  me  outside  of  a  subway  station  in  Manhattan  netir 
the  apartment  where  we  lived.  He  was  talking  about  what  he  did — he  was  a  lawyer, 
practicing  alone,  predominantly  handling  securities  and  corporate  matters.  He  had 
some  issue  before  the  Commission,  and  he  was  talking  about  how  tough  the  agency 
was,  and  how  dogged  in  the  pursuit  of  its  mission.  And,  when  like  6-vear  olds  some- 
times do,  I  said  something  to  show  my  dad  that  I  was  on  his  side,  he  told  me  how 
fair  and  right  the  Commission  was,  and  how  terrific  a  job  they  were  doing.  That 
started  me  down  the  road  of  understanding  how  good  a  Federal  agency  can  be,  a 
road  that  has  led  me  to  share  the  tremendous  respect  that  people  throughout  the 
world  feel  for  the  Commission.  If  my  father  were  alive  today,  I  Know  he  would  be 
very  pleased  about  my  nomination. 

TTie  Commission's  unswerving  determination  to  protect  investors  has  contributed 
to  the  creation  of  the  largest,  most  efficient,  and  most  envied  capital  markets  in  the 
world.  By  ensuring  the  integrity  of  those  markets,  entrepreneurs  find  capital  at  rea- 
sonable cost,  investors  retire  wealthier  and  companies  produce  products,  provide 
jobs  and  improve  the  standard  of  living.  In  a  capitalist  system,  protecting  investors 
and  preservmg  market  integrity  increases  the  incentives  for  investment,  decreases 
the  cost  of  capital,  and  enhances  the  potential  of  society  to  do  better  for  all  of  its 
citizens,  even  those  who  may  currently  lack  the  wherewimal  to  invest. 

For  the  past  decade  and  a  half  I  have  practiced  law  as  a  corporate  and  securities 
attorney  fascinated  by  the  evolving  potential  of  our  system  to  improve  our  lives.  As 
a  Commissioner,  I  would  work  to  promote  that  potential  and  to  try  to  continue  to 
convert  it  into  reality.  I  would  do  so  here  with  the  advantage  of  having  the  excep- 
tional leadership  of  Chairman  Levitt  and  Commissioners  Schapiro,  Roberts,  and 
Beese. 

The  challenges  facing  the  Commission  and  the  markets  at  any  one  time  vary  with 
changes  in  the  world.  Currently,  new  communications  technologies,  computer  capa- 
bilities and  quantitative  methods  allow  for  the  creation  of  new  instruments  that  can 
be  traded  globally  and  promise  higher  returns  at  lower  risks.  They  may  not  tdways 
work  tis  intended,  but  mostly  they  do.  With  new  products  come  new  issuers  provid- 
ing additional  choices  to  investors  and  services  to  end  users  while  blurring,  and 
sometimes  erasing,  the  traditional  lines  that  compartmentalize  the  financial  sector. 
If  confirmed  as  a  Commissioner,  I  would  hope  to  work  closely  with  the  banking  reg- 
ulators and  the  CFTC  on  such  matters,  which  are  of  interest  to  all  of  us. 
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Entrepreneurs  raise  money  on  the  basis  of  a  dream  and  a  promise.  And  when 
stock  prices  do  not  always  follow  the  expected  path,  investors,  justifiably,  want  to 
know  why.  Distinguishing  between  fraud  and  mere  changes  in  circumstances  is  not 
always  easy.  But  we  must  trv  harder,  lest  we  encourage  frauds  and  taint  our  mar- 
kets on  the  one  hand,  or  stifle  innovation  and  information  and  capital  flows  on  the 
other.  With  an  open  mind,  if  confirmed  I  would  make  it  a  priority  to  learn  more 
about  these  issues  and  work  with  this  Committee  as  it  wrestles  with  a  difficult  task. 

We  must  work  to  ensure  that  emerging  democracies  have  the  benefit  of  our  cap- 
ital markets'  experience  and  the  advantages  of  the  expertise  of  our  capital  markets 
participants.  There  are  no  examples  of  major,  sustained  democracies  without  capital 
markets  participation.  I  believe  the  two  are  inextricably  linked.  If  confirmed,  I  look 
forward  to  working  with  those  around  the  world  who  share  a  similar  vievy. 

Our  markets  our  very  efficient  and  very  transparent,  and  they  consistently  im- 
prove. If  confirmed,  I  would  like  to  devote  attention  to  lowering  further  the  cost  of 
capital  and  ensuring  better  capital  availability  for  all  our  companies,  small  as  well 
as  large,  to  help  them  compete  and  grow,  and  to  help  them  produce  products  and 
provide  services  that  benefit  us  all. 

At  heart,  it  is  the  promise  of  what  Main  Street  can  do  for  Wall  Street,  and  what 
Wall  Street  can  do  for  Main  Street,  that  is  so  alluring  to  me,  and  what  makes  the 
opportunity  to  work  at  the  Commission  such  an  honor. 

Mr.  Chairman,  if  confirmed  by  the  Senate,  I  look  forward  to  working  with  you, 
your  colleagues  on  the  Committee  and  the  Committee  staff.  I  will  be  nonored  to 
have  an  opportunity  to  be  a  part  of  a  team  that  protects  investors,  preserves  and 
enhances  the  integrity  and  efficiency  of  our  markets,  facilitates  capital  formation, 
strengthens  industry,  and  thereby  improves  our  society  and  betters  our  world. 

Thank  you,  and  I  would  be  pleased  to  answer  any  questions  you  may  have. 
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and  activites:  List  all  memberships  and  offices  held  In  and  aervlcas  rartdared  to  all  political  parties  or  election 
oommittaes  dur1r>g  the  last  10  yaan. 

Legal  services  rendered  to  the  Democratic  National  Committee  through 

Covinoton  &  Burling  from  January  14.  1992  to  January  15.  1993. 

Member  -  Democratic  Party. 
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Political  r 

oontnbutions      tttmtza  all  polttical  contribotions  of  S500  or  mora  to  any  irtdividual.  campaign  organization,  poltbcal  party. 

poltticai  acton  commlttaa  or  similar  antty  during  tha  last  aight  yaare  vpA  idarttify  the  spaofic  amounts. 

datas.  and  namat  of  tha  raaptanta. 

None,  except  in  1992  as  follows: 

1)  $300  on  June  1,  1992  and  $500  on  October  28,  1992  to  Barbara  Boxer  for 
U.S.  Senate,  candidate  committee  for  Senator  Bartara  Boxer  (D-CA). 

2)  $500  on  September  30,  1992  to  Pennsytvanians  for  Kanjorski,  candidate 
committee  for  Representative  Paul  Kanjorski  (D-PA). 

3)  $500  on  September  30,  1992  to  Andrews  for  Congress  Committee, 
candidate  committee  for  Representative  Rob  Andrews  (D-NJ). 

Qualifications.     Stata  fully  your  qualificabons  to  sarva  In  «^  position  to  wttich  you  hava  baan  namad. 
(attach  thaat) 

See  Attachment  A. ____ 


Future  amploymant 

ralationships      1.   Indicate  vvhathar  you  will  saver  all  connactions  with  your  prasant  amployar,  businasa  f(rm, 
assoaaton  or  organization  If  you  are  conltrmad  by  the  Sarwte. 

See  Attachment  B. 


2.  As  far  as  can  be  foreseen,  state  wftether  you  have  any  plans  after  oompiating  government 

servica  to  resume  employment  affiliation  or  practioa  with  your  previous  employer,  business 
linn,  •saociaton  or  organization. 


See  Attachment  C. 


3.  Has  ariybody  made  you  a  commitment  to  a  )ob  after  you  leave  govammani? 
tla 

4.  Do  you  expect  to  serve  the  full  term  for  which  you  have  been  appoMad? 
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Pottntal  conflicts  <; 

of  intarest:         1 .  D«»cnb«  any  ftnandal  arrangamanti  or  dafarrad  oompanaation  agraamants  or  othar  continuing 
dealings  wtth  businass  assoaates.  diants  or  customari  wtio  will  b«  affactad  by  poliaas 
whitt\  you  will  influanca  tn  tha  position  to  wtuch  you  hava  bean  nomlnatad. 


None. 


List  any  investmants.  obligationt,  liabilitias,  or  othar  ra<«tionshipt  which  might  invotva  potanbal 
conflicts  of  intarast  with  tha  position  to  which  you  hava  baan  nominatad. 


See  Attachment  D. 


Describe  any  business  relationship,  dealing  or  flnande!  transaction  (othar  than  tax  paying) 
which  you  hava  had  duhng  the  last  10  years  with  the  Federal  Government,  whether  for 
your  self,  on  behalf  of  a  diant.  or  acting  as  an  agent,  that  might  tn  any  way  constitute 
or  result  in  a  possible  conflict  of  intarast  wtth  the  position  to  which  you  have  been  nominated. 


None  (see  Attachment  E). 


76 


Litt  any  lobbying  activtty  during  th«  past  10  ymt  In  wNe^  you  hav*  ang«g»d  for  th*  purpose 
of  dirsctly  or  Miractty  influandng  th«  patuga.  dafaat  or  modifkcalion  of  arry  kagitlation 
at  the  rtatortal  laval  of  govammant  or  affading  the  administration  and  axaculion  of 
natorul  law  or  public  policy. 


Attachment  E. 


5.  Ej^ain  how  you  will  rasoiva  any  potential  oonflid  of  intarast  that  may  be  disdoaad  by  yo;.'r 
responses  to  the  above  Itams. 


Attachment  F. 


Civil,  criminal  and 
investigatory 
actions:  1.  Give  the  hjfl  details  of  any  ovil  or  criminal  proceeding  in  wNch  you  -jmn  a  dafaridant  or  any 

lr>quiry  or  tnvestgaton  by  a  Federal.  State.  «  local  agarwy  ir>  which  you  ware  the  subject 

of  the  ir^uiry  or  investigation. 


None. 


2.  Grva  the  fUl  details  of  any  proceeding.  Inquiry  or  Irtveatigatton  by  any  profaaalonal  asaodation 
including  any  bar  association  In  which  you  wara  the  aiAjecl  of  the  procaeding.  Inquiry 
or  investigation. 

None. 
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Attachment  A 

I  have  been  a  corporate  and  securities  lawyer  at  Covington  &  Burling  for  over  15 

{fears.  Before  that  I  worked  for  a  few  months  for  the  Boston  Consulting  Group,  a 
eading  management  consulting  firm.  My  educational  background  includes  degrees 
from  both  law  school  and  graduate  business  school. 

In  addition  to  a  transactional  and  securities  law  practice  for  Covington  & 
Burling's  corporate  clients,  I  have  also  been  involved  in  securities  and  corporate  law 
policy  matters.  During  1987  and  1988,  I  represented  a  coalition  and  certain  compa- 
nies with  respect  to  Federal  lobbying  activities  in  favor  of  legislation  introduced  by 
Senators  Proxmire,  Sasser,  and  Saniord.  In  addition,  I  was  involved  in  State  legisla- 
tion that  served  to  reaflirm  the  obligation  of  corporate  directors  to  act  in  the  best 
interests  of  the  corporation,  that  permitted  minority  shareholders  to  obtain  a  fair 
value  for  their  shares  in  the  event  of  a  change  of  control,  and  that  permitted  the 
corporation  to  recover,  for  the  benefit  of  all  its  shareholders,  profits  from  short-term 
trading  engaged  in  by  persons  trying  to  put  a  corporation  "in  play." 

In  connection  with  these  activities,  I  have  worked  closely  with  various  groups,  in- 
cluding business  groups  such  as  the  Business  Roundtable  (the  Corporate  Govern- 
ance Task  Force  of  which  has  recently  been  a  client  of  Covington  &  Burling  (from 
June  18,  1993  to  February  16,  1994) )  and  the  National  Association  of  Manufactur- 
ers, and  other  groups  such  as  the  National  Governors  Association  and  the  National 
Conference  of  State  Legislators.  I  have  also  developed  relationships  with  labor  orga- 
nizations, and  the  Pennsylvania  AFL-CIO  was  a  primary  proponent  of  the  State  leg- 
islation mentioned  above.  In  addition,  I  have  spoken  and  lectured  numerous  times 
on  corporate  and  securities  law  and  policy  issues  before  professional  groups  and 
have  written  a  number  of  short  articles  and  a  few  longer  pieces  on  these  and  related 
tonics. 

More  recently,  as  change  of  control  issues  have  become  less  of  a  factor  in  cor- 
porate and  securities  law  policy,  I  have  been  working  closely  with  business,  share- 
holder and  labor  groups  monitoring  and  reviewing  issues  of  common  concern  to 
these  groups. 

As  a  lawyer  in  private  practice,  I  have  been  in  a  position  to  observe  the  effects 
of  regulation  on  the  activities  of  those  who  are  regulated  and  to  understand  the 
need  to  weigh  the  costs  as  well  as  the  benefits  of  regulation.  I  am  deeply  committed 
to  protecting  and  enhancing  the  interests  of  the  investing  public  and^to  promoting 
the  ability  of  American  businesses  to  create  jobs  and  to  enhance  the  standard  of  liv- 
ing within  our  market  structure. 

Attachment  B 

I  am  presently  a  partner  in  the  law  firm  of  Covington  &  Burling,  I  certify  that 
I  will  resign  from  this  position  prior  to  taking  the  oath  as  Commissioner,  and  will 
sever  aU  other  ties  with  Covington  &  Burling  upon  confirmation  of  my  appointment 
to  the  Commission.  Upon  confirmation  of  my  appointment  to  the  Commission,  my 
interest  in  the  Covington  &  Burling  pension  plan  will  be  terminated.  I  intend  to  roll 
over  my  holdings  in  the  pension  plan  into  another  qualified  retirement  plan  sepa- 
rate from  Covington  &  Burling.  Coverage  provided  under  the  life  and  accidental  dis- 
memberment  and  disability  plans  offered  by  Covington  &  Burling  shall  automati- 
cally terminate  not  later  than  2  months  adler  my  resignation  from  the  partnership. 
For  purposes  of  compliance  with  my  ethics  a^eement,  except  as  otherwise  noted, 
such  undertakings  shall  occur  upon  confirmation  of  my  appointment  or,  consistent 
with  OGE  regulations,  within  3  months  of  my  Senate  confirmation,  unless  an  exten- 
sion is  approved  by  OGE. 
.  Pursuant  to  my  understanding  with  Covington  &  Burling  and  consistent  with 
'  Covington  &  Burling's  partnership  agreement  and  policy,  I  wul  receive  a  severance/ 
I  termination  payout  from  Covington  &  Burling.  I  will  receive  full  payout  of  this  sev- 
erance amount  in  one  lump  sum  upon  confirmation  of  my  appointment  to  the  Com- 
mission. The  amount  of  the  payment  will  be  equal  to  the  average  of  the  5  highest 
I  years'  partnership  draw,  discounted  at  the  borrowing  rate  for  Covington  &  Burling 
'  over  a  3  year  period.  In  addition,  I  will  be  paid  a  prorated  portion  of  my  annual 
partnership  distribution  in  connection  with  services  rendered  and  allocated  throu^ 
the  date  of  my  termination  from  the  Covin^n  &  Burling  partnership.  This  amount 
wiU  be  paid  upon  confirmation  of  my  appointment  to  the  Comimission.  My  partner- 
ship capital  Moll  also  be  returned  to  me  upon  my  termination  from  the  partnership, 
which  such  amount  will  also  be  paid  upon  confirmation  of  my  appointment  to  the 
Commission.  These  amounts  will  be  fixed  upon  my  withdrawal  from  Covington  & 
Burling  and  are  not  contingent  on  any  future  services  that  I  will  provide  to  the  firm, 
nor  are  they  tied  to  the  future  financial  fortunes  of  the  firm. 
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Attachment  C 

After  completing  Government  service,  I  expect  to  return  to  private  sector  employ- 
ment. I  have  no  oner  of  future  employment  from  Covington  &  Burling  or  any  other 
entity,  nor  have  I  committed  myself  to  return  to  employment  with  Covington  & 
Burhng  or  to  join  any  other  entity. 

Attachment  D 

CUENTS 

Aegis  Research  Corporation 

Chesapeake  Utilities  Corporation 

Democratic  National  Committee 

Duke  University 

Galileo  International 

Gillette  Company 

Imperial  Holly  Corporation 

JLG  Industries  Inc. 

Lyna^  and  Dahlman 

National  Football  League 

Scott  Paper  Company 

The  Business  Roundtable 

The  Cellular  Income  Fund 

The  Hampton  Mercantile  Corporation 

World  League  of  American  Football 


Law  Firm 
Covington  &  Burling 

Financial  Interests 

Charles  Schwab  &  Co.,  Inc. 

Dean  Witter  Reynolds,  Inc. 

Fidelity  Investments,  Inc. 

AIM 

Investment  Company  of  America  (Capital  Research  Management,  Inc.) 

Vista 

Vanguard 

Oppenheimer  &  Co.,  Inc. 

Dominion  Resources,  Inc. 

Water-Jel  Technology,  Inc. 

NationsBank,  Inc. 

Metropolitan  Life  Insurance  Co. 

Hartford  Life  Insurance  Co. 

Imsatt  Corporation 

Savings  Bank  Life  Insurance  Co. 

Connecticut  Mutual  Life  Insurance  Co. 

Loyola  Federal  Savings 

Attachment  E 

As  noted  elsewhere  in  this  questionnaire,  in  1987  and  1988,  I  represented, 
through  Covington  &  Burling,  a  Coalition  (now-dissolved)  and  certain  companies 
(International  Paper  Company,  Georgia-Pacific  Corporation  and  Scott  Paper  Com- 
pany) that  favored  legislation  introduced  by  Senator  Proxmire  (S.  1323)  and  Sen- 
ators Sasser  and  Sanford  (S.  1324).  More  recently,  from  June  18,  1983  until  Feb- 
ruary 16,  1984,  I  represented,  through  Covington  &  Burling,  the  Corporate  Govern- 
ance Task  Force  of  the  Business  Roundtable  with  respect  to  Federal  securities  mat- 
ters, with  limited  lobbying  activities  occurring  in  the  fall  of  1993.  Most  of  this  work 
consisted  of  monitoring,  review  and  analysis  (with  respect  to  stock  option  accounting 
and,  to  a  far  lesser  extent,  the  commencement  of  monitoring,  review  and  analysis 
with  respect  to  securities  litigation)  and  no  position  was  taken,  in  connection  with 
my  activities,  with  respect  to  any  proposed  legislation.  (Not  described  are  other  rep- 
resentations engaged  in  by  Covington  &  Burfing  for  which  I  had  no  substantial  in- 
volvement.) TTie  ethics  arrangements  which  I  will  undertake  to  resolve  any  appear- 
ance of  a  conflict  of  interest  presented  by  these  and  other  representations  are  de- 
scribed in  the  other  attachments  to  this  questionnaire,  and  in  my  ethics  agreement, 
a  copy  of  which  I  understand  will  be  furnished  to  the  Committee. 
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Attachment  F 

I  have  been  furnished  with  a  copy  of  18  U.S.C.  §  208,  as  amended  by  the  Ethics 
Reform  Act  of  1989,  and  the  Canons  of  Ethics  for  Members  of  the  Securities  and 
Exchange  Conunission,  17  C.F.R.  §200.50  et  seq.,  both  of  which  I  have  read.  I  under- 
stand that,  as  remiired  by  18  U.S.C.  208,  I  must  recuse  myself  from  participating 
fersonally  and  substantially  in  any  particular  matter  in  which,  to  my  knowledge, 
or  anyone  whose  interest  is  imputed  to  me  would  have  a  financial  interest,  unless 
a  written  waiver  is  issued  pursuant  to  18  U.S.C.  208(b).*  Alternatively,  I  will  con- 
sider divesting  any  financial  interest  that  presents  a  conflict  of  interest. 

I  also  intena  to  disqualify  myself  for  a  period  of  1  year  from  participation  in  any 
particular  matter  involving  specific  parties  in  which  Covington  &  Burling  or  any  of 
my  clients  listed  on  Attacmnent  D  is  or  represents  a  party,  unless  authorized  to  pro- 
ceed pursuant  to  Subpart  E  of  the  Standards  of  Ethical  Conduct  for  Employees  of 
the  Executive  Branch,  5  C.F.R.  2635.502(c). 

Notwithstanding  the  foregoing,  I  intend  to  participate  in  matters  of  general  appli- 
cability. Such  matters  may  include  general  policy  considerations,  rulemaking  pro- 
ceedings, and  legislation,  including  matters  tnat  may  involve  Covington  &  Burling 
or  myTormer  clients.  Of  course,  as  required  by  18  U.S.C.  208,  I  will  not  participate 
in  any  particular  matter  in  which,  to  my  knowledge,  I  or  anyone  whose  interests 
are  imputed  to  me,  has  a  financial  interest,  if  the  particular  matter  would  have  a 
direct  and  predictable  effect  on  that  interest,  unless  a  written  waiver  is  issued  pur- 
suant to  18  U.S.C.  208(b). 

Finally,  I  intend  to  disqualify  myself  on  a  case-by-case  basis,  with  respect  to  any 
other  matter  where,  in  order  to  avoid  the  possible  appearance  of  impropriety,  it  ap- 
pears desirable  to  me  to  disqualify  myself,  despite  tne  lack  of  any  actual  conflict  of 
interest  or  any  requirement  to  do  so. 


STATEMENT  OF  PHILIP  N.  DIEHL 

NOMI^fEE  FOR  THE  POSITION  OF  DIRECTOR  OF  THE  UNITED  STATES  MiNT 

Mr.  Chairman,  Senator  D'Amato,  it's  an  honor  to  come  before  the  Senate  Commit- 
tee on  Banking,  Housing,  and  Urban  Affairs  as  President  Clinton's  nominee  to  be 
Director  of  the  United  States  Mint. 

As  you  know,  the  U.S.  Mint  is  one  of  our  Nation's  oldest  Federal  agencies,  with 
a  history  dating  back  202  years.  Unlike  the  Treasury  Department,  of  which  the 
Mint  is  a  part,  the  U.S.  Mint  traces  its  origins  to  Thomas  Jefferson  rather  than  his 
great  political  and  ideological  rival,  Alexander  Hamilton.  Among  his  many  other  in- 
terests, Jefferson  was  a  coin  collector  and  had  strong  opinions  regarding  the  type 
of  coinage  system  the  Nation  would  need  to  ensure  the  convenient  and  efficient  flow 
of  goods  and  services  within  its  borders.  Out  of  his  commitment  to  economic  growth 
and  equity,  Jefferson  authored,  and  advocated  to  eventual  adoption  by  the  Congress, 
the  decimal  coinage  system  we  use  today.  He  also  founded  the  United  States  Mint 
during  his  tenure  as  the  Nation's  first  Secretary  of  State. 

Today,  the  U.S.  Mint  has  grown  into  a  billion-dollar-a-year  international  manufac- 
turing and  marketing  enterprise  with  2,200  employees,  the  largest  coin-production 
operation  in  the  world.  If  the  Mint  were  a  private  sector  concern,  it  would  be  count- 
ed among  the  Fortune  500. 

In  1993,  the  Mint  produced  over  14  billion  circulating  coins  valued  at  more  than 
$5(K)  million  and  generating  over  $300  million  in  seigniorage  profits  to  finance  the 
Federal  debt,  making  the  Mint  one  of  the  few  Federal  agencies  to  generate  a  profit. 
Faster  economic  growth  in  1994  will  boost  coin  demand  by  25  percent,  to  some  18 
billion  coins. 

In  1993,  the  Mint  also  produced  and  sold  some  40  million  coins  in  bullion  and 
numismatic  markets  around  the  world,  generating  another  $40  million  in  profits  for 
the  Federal  treasury  and  $20  million  in  surcharges  for  sponsoring  organizations  au- 
thorized by  Congress  to  receive  these  funds.  All  tolled.  Mint  commemorative  pro- 
grams over  the  past  decade  have  raised  $250  million  for  sponsoring  organizations, 
providing  funding  for  the  training  of  Olympic  athletes,  the  restoration  of  the  Statue 
of  Liberty  and  the  Statue  of  Freedom  on  the  Capitol  dome,  fellowships  for  study  and 
teaching  related  to  the  U.S.  Constitution,  and  to  complete  the  circle  in  1994,  an  en- 
dowment to  preserve  Monticello,  the  home  of  Thomas  JefTerson. 


^I  understand  that  the  financial  interests  that  would  be  imputed  to  me  are  those  of  a  spouse, 
dependent  child,  general  partner,  or  any  organization  in  which  I  am  serving  as  officer,  director, 
or  trustee,  or  any  person  with  whom  I  am  negotiating  for  employment. 
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These  commemorative  programs  and  the  gold  and  silver  bullion  American  Eagle 
programs  play  important  roles  in  supporting  demand  in  the  U.S.  gold,  silver,  and 
copper  mining  industries,  providing  jobs  for  American  miners  and  coin  strip  manu- 
facturers, and  allowing  for  controlled  disposal  of  excess  supplies  from  the  Federal 
stockpile  of  silver.  In  the  process  of  making  these  contributions  to  the  U.S.  economy, 
the  U.S.  Mint  has  built  the  American  Eagle  into  the  most  successful  bullion  coin 
program  in  the  world,  with  the  silver  Eagle  taking  70  to  80  percent  of  the  world 
mareet  and  registering  total  sales  of  over  55  million  one-ounce  silver  dollars.  Like- 
wise, the  gold  Eagle,  after  competing  in  world  bullion  markets  for  only  7  years,  is 
now  the  world  market  share  Ir  ader,  with  total  sales  of  over  6  million  ounces  of  gold. 

If  I  am  confirmed  by  the  Senate  as  Director  of  the  United  States  Mint,  I  intend 
to  pursue  three  priorities  during  my  term.  First,  the  Mint  is  one  of  three  Treasury 
bureaus  that  has  not  received  a  clean  (i.e.,  unaualified)  audit  from  its  outside  audi- 
tors under  the  Chief  Financial  Officers  Act.  My  first  priority  will  be  to  implement 
an  aggressive  schedule  of  financial  management  improvements  that  will  lay  the 
foundation  for  the  Mint  to  receive  a  clean  audit  within  2  years.  In  fact,  we  have 
already  begun  this  efTort  in  the  past  6  months,  and  I  can  report  that  good  progress 
has  been  made,  with  the  Mint  obtaining  an  unqualified  opinion  on  its  manufactur- 
ing balance  sheets. 

Second,  the  Mint  shares  a  challenge  with  this  Committee  on  which  I  hope  we  can 
make  progress  in  the  near  future:  The  continuing  proliferation  of  commemorative 
coin  programs.  As  the  Congress  recognized  in  1992  when  establishing  the  Citizens 
Commemorative  Coin  Advisory  Conrunittee  and  again  in  a  Sense  of  the  Congress 
Resolution  passed  in  1993,  the  Congress  is  authorizing  the  production  of  a  rapidly 
increasing  number  of  coin  programs  into  a  shrinking  market  for  commemorative 
coins.  This  proliferation  of  coin  programs  is  testing  the  limits  of  both  collectors'  will- 
ingpness  to  buy  and  the  Mint's  ability  to  produce  and  market  in  a  business-like  fash- 
ion. Last  November,  Secretary  Bentsen  appointed  the  members  of  the  Citizens  Advi- 
sory Committee,  which  was  created  by  Congress  to  provide  advice  on  how  to  limit 
the  number  of  commemorative  programs.  This  committee  will  produce  a  report  be- 
fore the  end  of  1994  recommending  a  5-year  plan  of  commemorations  and  suggesting 
additional  actions  which  might  be  considered  to  address  this  matter. 

Third,  there  are  opportunities  on  several  fronts  for  the  Mint  to  increase  its  profit- 
ability and  thereby  make  a  larger  contribution  to  financing  the  Federal  debt  and 
increasing  employment  among  the  Mint's  private  sector  suppliers.  One  opportunity 
is  through  the  acquisition  of  more  modem  communications  and  production  tech- 
nology and  the  adoption  of  modem  personnel  management  practices.  I  am  per- 
suaded that,  in  this  regard,  the  Mint  is  especially  ripe  for  "reinvention,"  with  a  sig- 
nificant potential  for  productivity  improvements  and  savings. 

!  believe  there  are  also  opportunities,  over  the  mid-term,  to  expand  coin  collecting 
into  geographic  and  demographic  maricets  that  have  in  the  past  shown  little  interest 
in  numismatics.  One  reason  that  commemorative  coin  sales  have  declined  over  the 
past  decade  is  that  the  Mint  has  invested  little  in  expanding  its  markets  beyond 
the  white  males  over  50  years  of  age  who  dominate  our  base  of  customers.  We  must 
develop  marketing  strategies  that  expand  the  appeal  of  coin  collecting  into  younger 
and  more  ethnically  diverse  markets  in  order  to  respxjnd  to  the  rising  demands  in 
Congress  for  authorization  of  commemorative  programs. 

Finally,  the  Mint  must  secure  the  loyalty  of  its  long-time  customer  base  as  well 
as  its  new  customers  by  rapidly  improving  customer  service,  enhancing  the  artistic 
appeal  of  our  products,  and  expanding  the  range  of  commemorative  themes  beyond 
the  athletic,  military,  and  veteran  themes  that  have  dominated  coin  programs  over 
the  past  decade.  The  Citizens  Commemorative  Coin  Advisory  Committee  will  ad- 
dress the  matter  of  commemorative  themes  in  its  5-year  plan  to  be  issued  later  this 
year.  The  Mint  has  already  begun  a  major  effort  to  improve  customer  service  by  cut- 
ting in  half  average  order  fulfillment  times  and  improving  responsiveness  at  our 
customer  service  center. 

I  want  to  take  this  opportunity  to  thank  President  Clinton  for  the  honor  of  this 
nomination  and  Secretary  Bentsen  for  his  continuing  support  and  confidence.  I  also 
want  to  thank  my  wife,  Jacquita,  and  my  sons,  Michael  and  Alex,  for  the  patience 
with  which  they  have  accommodated  the  demands  of  life  in  official  Washington. 

That  concludes  my  statement.  I  am  happy  to  answer  any  questions  the  Committee 
might  have. 
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STATEMENT  FOR  COMPLETION  BY  PRESIDENTIAL  NOMINEES 

Name:_____^l£!li: : PHILIP NOEL 


Position  to  which 
nominated: 

(itStl 

DIRECTOR  OF  THE  U.S.   MINT 

(men 

Date  of 

,       _                  naminatirvt- 

(or»{w     ' 

Drte  of  birth: 

n          fi            ^i         Place  of  birth: 

Dalla.; 

Texas 

Marital  status:  _ 

iMT)        nie«T>ii        (run 

Ma  rri  pd                    Full  name  of  s 

Sorpn  MirhflPi    niphl    -  in 

DoosK     JacQuita 

Pearson 

Diphl 

Nam*  and  ages 
of  children: 

Alex  Douglas  Diehl   -       6 

Education: 

Institution 

Dates 
attended 

Degrees 
received 

Dates  of 
degrees 

Austin  College 

8/69-5/73 
9/74-5/76 

BA 

5/73 

Univ.   of  Texas  -  Austin 

MA 

5/76 

Stanford  University 

9/76-3/78 

- 

- 

_ 

Honors  and  awards:  List  below  all  scholarships,  fellovrships.  honorary  degrros,  military  medals,  honorary  soclstr 
memberships,  and  any  other  special  recognitions  for  outstanding  ser^'lce  or  achievement 

Academic  Fellowship  -  Stanford  University 
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Memberships:  List  below  all  m«mber$hips  and  offieei  held  in  professional,  fraternal,  business,  scholarly, 

civic,  charitable  and  other  organizations. 

OMcc  hcM 
OrsanUttlon  (if  wtf}  Dita» 


First  Presbyterian  Church, 

n;.n;>.     Tov^c l^one IS^n-prpspnt 

CASA  (Court-Appointed  Special  1987-88 

AdYnrfltP'^i.   fliistin,   ToKif         Me«€ — . 

Sigma  Tau  Epsi Ion  (social   fraternity) 


fluctin  r.n.n.     ........     TV President 1970-ZI. 


First  Presbyterian  Church                        ,,  ,0,^  ,„ 

Luuuuu.  T^xat> ^^^ -W«-6^ 


Employment  r«eord:  List  below  all  positions  held  since  college,  including  the  title  or  dsscriDtiOn  of  job.  name  of 
employment,  location  of  worK,  and  dates  of  inclushre  employment. 

laborer  and  equipment  operator,   1973. 

"  2.     La  Quinta  Motor  Inns.  San  Antonio,  TX;  Motel   Manager.   1974-1976. 

3.     Bob  Bullock  of  Texas  State  Comptroller.  Austin.  Texas; 

campaign  consultant.  1974 ^ , 


4.     Texas  State  Comptroller's  Office,  Austin,  Texas;  public 
policy     research   ,   1976 


5.     Pilsbury  Madison  &  Sutro,  San  Francisco.  CA..   constitutional 
law  research  consultant.   1977 


6.     Stanford  University,  Stanford.  CA.;   teaching  assistant,   1977-78 

7 SfrinfnrrI  llnivartity  and  Diohl    Entorppiooot  Auotiw,   Tcwqo  ; 

hrni'ic  painting,   1977.  81 — 

8.     Texas   Comptroller's  Dffirp.   Ai^tin     TV    ■   prnnniTi''^^r"^'' ''"'"   P''"''''/ 
research,    1981-85 


(see  continuation  sheet) 
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Employment  Record  (Continued) 


9.  Texas   Public  Utility  Conmission,  Austin,  TX.;  Director-Telephone  Regulation. 
1985-88. 

10.  International   Telecharge,   Inc.,   Dallas,  TX.;  V. P. -Regulatory 
Affairs,   1988-1990. 

11.  U.S.  Senator  Lloyd  Bentson,  Washington,  D.C.;  Legislative  Director  and 
Staff  Director,  Senate  Finance  Corranittee,   1991-1993. 

12.  U.S.   Department  of  Treasury,  Washington,  D.C.;  Chief  of  Staff  and 
Executive  Deputy  Director  of  the  U.S.   Mint,   1993-present. 
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Government 
experience: 


Published 
writings: 


List  any  expsrienee  in  or  direct  association  with  Federal.  State,  or  local  governments,  in- 
dudine  »ny  advisory,  consultative,  honorary  or  other  part-time  service  or  posKions.  i 

1993       :     U.S.   Dept.   of  Treasury,  Chief  of  Staff  to  Sec.   Lloyd  Bentsen 

I 


1992-93 


1991-92 


1988-90 


1985-88 


Staff  Director,  Senate  Committee  on  Finance 


Legislative  Director,  Senator  Lloyd  Bentsen 


V/P, Regulatory  Affairs,   International   Telecharge,   Inc.,  Dallas 


Director  of  Telephone  Regulation,  TX.   Public  Utility  Commissioi 


1981-85:     Economic/public  policy  research,  TX.   State  Comptroller's  Offio 


1976 


Public  Policy  Research,  TX.  State  Comptroller's  office. 


List  the  titles,  publishers  and  dates  of  books,  articles,  reports  or  other  published  materials 
you  have  written. 

None ■_ 


Political 
affiliations 
and  activities: 


List  ail  memberships  and  offices  held  in  and  services  rendered  to  all  political  parties  or 
election  committees  during  the  last  10  years. 

*  Served  as  precinct  judge  (election  officer)  in  Hays  County,  Texas, 


in   1986 

-87 

. 

* 

Active 

in 

1984 

Gary 

Hari 

President 

Campaign 

during 

prima 

ry 

in 

Travis 

Co. 

,   Te 

xas. 

85 


PelltlMl 
contributioru: 


Itemize  all  political  contributions  of  SSOO  or  more  to  any  individual,  campaicn  organiza- 
tion, political  party,  political  action  committeo  or  similar  entity  during  the  last  tight 
years  and  identify  the  specific  amounts,  dates,  and  names  or  the  recipients. 


Nnnp 


Qualifications:  St,t,  fuHy  your  qualificatiofis  to  safve  in  the  position  to  which  you  have  been  named, 

(•(taeh  shMt) 

SEE  ATTACHMENT 

Future  employment 
relationships:        1.  Indicate  whether  you  will  sever  all  connections  with  your  present  employer,  business 
firm,  association  or  organization  if  you  are  confinmed  by  the  Senate. 

Not  applicable 


2.  As  far  as  can  be  foresttn,  state  whether  you  have  any  plans  after  eampleting  govern, 
ment  service  to  resume  employment,  affiliation  or  practice  with  your  previous  em* 
ployer,  business  firm,  association  or  o'gantzation. 

No 


3.  Has  anybody  made  you  a  commitment  to  a  job  after  you  leave  government? 

Nn 


4.  Do  you  eipect  to  serve  the  full  term  for  which  you  have  been  appointed? 
Yes 
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QUALIFICATION  FOR  DIRECTOR  OF  THE  UNITED  STATES  MINT 

*  Five  months  experience  in  senior  management  of  the  U.S.  Mint 

*  Considerable  knowledge  of  the  programmatic  and  management 
challenges  facing  the  U.S.  Mint 

*  Extensive  experience  with  congressional  relations,  both 
programmatic  and  appropriations  processes 

*  Excellent  working  relationship  with  constituencies  of  the  U.S. 
Mint 


*  Knowledge  of  the  decision-making  process,  and  immediate  access 
to  senior  management,  of  the  Treasury  Department 

*  Strong  public  and  private  sector  management  experience  and 
skills 


*   Solid  foundation  in  market-based  economics 


*  Experience  with  improving  the  competitiveness  of  monopolies  like 
the  U.S.  Mint 


*   Strong  commitment  to  bringing  sound  business  practices  .and  a 
customer-driven  focus  to  the  U.S.  Mint 


*   Excellent  work  ethic  and  high-energy  commitment  to  getting 
results 
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Potential  conflicts 

of  imtrest:  I.  Describe  any  (intncial  arransements  or  daf erred  compensation  agreements  or  ether 

continuing  deAlings  with  business  associates,  clients  or  customers  who  will  b«  ef- 
fected by  policies  which  you  will  influence  in  the  position  to  which  you  have  been 
nominated. 

None 


2-  List  any  investments,  obligations,  liabilities,  or  other  relationships  which  mjgnt  Involve 
potential  conflicts  of  Interest  with  the  position  to  which  you  have  been  nominated. 

None-  — - 


Describe  any  business  relationship,  dealing  or  financial  transaction  (other  than  tax- 
paying)  which  you  have  had  during  the  last  10  years  with  the  .^aderal  Government, 
wtvether  for  yourself,  on  behalf  of  a  client,  or  aalng  as  an  agent,  that  might  In  any 
way  constttuie  or  result  in  a  possible  eenfllet  of  interest  with  the  position  to  which  you 
have  b«en  nominated. 

None 
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Ust  any  lobbying  activity  durins  tht  past  10  ytars  in  which  you  have  angaged  for  the 
purpose  ot  directly  or  indirectly  infli)ef<eir>g  the  passage,  defeat  or  modification  of 
any  legislation  at  the  national  level  of  government  or  affecting  the  administration  and 
execution  of  national  law  or  public  policy. 

None 


5.  Explain  how  you  will  resolve  any  potential  conflict  of  intarest  that  may  b«  disclosed  by 
your  resportaes  le  the  above  items. 


None  to  resolve 


Civil,  cnminal  artd 
Investigatory 
actions:  1.  Give  the  full  details  of  any  civil  or  eriminai  eroceedlne  in  which  ysu  were  a  defandant 

or  any  inquiry  or  investigation  by  a  Federal,  State,  or  local  agency  in  which  you  %wera 

the  subjact  of  the  inquiry  or  investigation. 


Mono 


2.  Give  the  full  details  of  any  proceeding,  inquiry  or  investigation  by  any  professional 
association  including  any  bar  assMiation  in  which  you  were  the  subject  of  the  pro- 
ceeding, inquiry  or  investigation. 

None 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 

FROM  ALAN  S.  BLINDER 

Q.l.  Do  you  believe  we  can  get  further  reductions  in  the  unemploy- 
ment rate  without  causing  a  reacceleration  of  inflation?  How  low 
an  unemployment  rate  can  we  realistically  expect  to  sustain?  What 
policies  would  you  advocate  that  would  allow  us  to  safely  reduce 
unemployment  beyond  that  level? 

A.1.  The  margin  of  effective  slack  in  the  labor  markets  has  been 
materially  reduced  over  the  past  couple  of  years,  and  the  unem- 
ployment rate  is  now  near  the  range  of  estimates  of  the  "natural 
rate  of  unemployment"  reported  by  serious  analysts.  In  my  own 
view,  a  number  close  to  6  percent  by  current  measurements  is  a 
reasonable  estimate  of  that  rate  in  today's  labor  market,  but  the 
change  in  the  data  starting  in  January  1994  has  created  uncer- 
tainty in  this  regard.  If  6  percent  is  right,  there  is  still  some  room 
for  above-trend  economic  growth  before  we  enter  the  inflationary 
zone.  But  no  one  should  overstate  the  precision  of  this  estimate. 

As  you  suggest,  we  should  certainly  be  looking  for  policy  tools 
that  might  reduce  the  natural  rate  and  permit  us  to  maintain 
lower  levels  of  unemployment  without  inflationary  consequences. 
The  Administration  has  advocated  a  range  of  programs  intended  to 
improve  labor  market  information  flows  and  to  facilitate  training 
that  should  better  match  workers'  skills  with  areas  of  expanding 
job  opportunity.  I  believe  that  these  are  important  complements  to 
monetary  and  fiscal  policies  that  seek  to  keep  economic  activity 
close  to  potential. 

Q.2.  President  Clinton  promised  that  his  Administration  would  cre- 
ate 8  million  jobs.  Are  we  on  target  for  that? 

A.2.  Yes,  we  are.  Payroll  employment  increased  more  than  12,8 
million  over  the  15  months  between  January  1993  and  April 
1994 — a  pace  that,  if  maintained,  would  produce  a  gain  well  in  ex- 
cess of  8  million  by  January  1997.  The  consensus  forecast  for  GDP 
growth  is  consistent  with  8  millions  jobs  over  4  years. 

Q.3.  Over  the  past  2  years,  our  trade  deficit  has  resurged.  Net  im- 
ports of  goods  and  services  have  risen  from  $7  billion  at  an  annual 
rate  to  $82  billion.  Our  economy's  recovery  and  others'  stagnation 
accounts  for  much  of  the  change,  but  it  is  clear  that  we  have  not 
made  much  progress  in  balancing  our  foreign  accounts.  In  your 
view,  what  are  the  long-run  consequences  of  these  continued  huge 
trade  deficits?  What  do  we  need  to  do  that  we  are  not  doing  to  re- 
duce them? 

A.3.  As  you  point  out  in  your  question,  nearly  all  of  the  rise  in  net 
imports  of  goods  and  services,  or  in  the  deterioration  of  our  current 
account,  over  the  past  2  years  can  be  explained  by  the  growth  of 
the  U.S.  economy  relative  to  that  of  our  trading  partners.  Our  ex- 
ternal accounts  should  benefit  as  the  economies  of  our  major  trad- 
ing partners  recover  and  their  rates  of  economic  growth  approach 
ours.  However,  even  the  1993  U.S.  current  account  deficit,  at  1.7 
percent  of  GDP,  was  substantially  below  its  peak  of  3.6  percent  of 
GDP  in  1987  and  is  thus  viewed  by  many  observers  as  less  trouble- 
some— especially  in  light  of  the  cyclical  character  of  much  of  the 
deficit. 
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Nevertheless,  the  U.S.  current  account  deficit  must  be  financed 
by  capital  inflows  fi^om  abroad  that  increase  our  external  indebted- 
ness. In  the  long-run,  the  United  States  will  have  to  run  a  surplus 
in  goods  and  services  in  order  to  service  the  increased  external  in- 
debtedness. 

The  large  U.S.  external  deficits  are,  by  definition,  the  excess  of 
U.S.  domestic  investment  over  U.S.  domestic  saving.  In  the  final 
analysis,  we  must  either  increase  Government  saving  by  reducing 
the  U.S.  structural  budget  deficit  or  increase  private  saving  rel- 
ative to  the  rates  of  private  investment  in  order  to  reduce  our  ex- 
ternal deficit. 

Q.4^.  While  I  think  CRA  can  be  improved,  the  bank  regulatory 
agencies'  proposal  to  reform  CRA  represents  a  significant  improve- 
ment over  the  current  regulation  in  shifting  the  focus  to  perform- 
ance. The  proposal  includes  data  collection  on  small  business  and 
consumer  lending  by  banks  with  more  than  $250  million  in  assets. 
It  does  not  include  the  collection  of  those  data  by  race  and  gender. 
Some  have  argued  that  data  collection  by  race  and  gender  would 
be  burdensome.  Others  say  it  would  be  as  useful  in  fighting  dis- 
crimination as  the  HMDA  data  are  in  the  housing  area.  Do  you 
think  the  proposal  is  preferable  to  the  current  legislation? 

A.4.a.  I  believe  it  represents  a  positive  step  in  shifting  the  focus 
of  CRA  away  from  process  and  toward  results. 

Q.4.b.  What  are  the  proposal's  strengths  and  weaknesses? 
A.4.b.  Again,  I  believe  the  proposal's  chief  strength  lies  in  its  focus 
on  performance.  The  notion  that  small  institutions  should  be  sub- 
ject to  streamlined  assessment  processes  also  seems  reasonable  to 
me,  though  I  am  open-minded  on  the  details.  I  would  like  to  think 
further,  however,  about  the  proposed  market  share  test.  We  must 
strike  a  balance  between  streamlining  and  effectiveness,  while  try- 
ing to  steer  clear  of  credit  allocation. 

These  issues,  as  well  as  others  raised  in  public  comments,  will 
need  to  be  reviewed  closely  to  ensure  that  the  new  CRA  regulations 
not  only  emphasize  performance,  but  also  achieve  the  President's 
goals  of  making  the  examination  process  clear,  predictable,  and 
consistent. 

Q.4.C.  What  do  you  think  about  the  collection  of  such  data  by  race 
and  gender? 

A.4.C.  Insured  depository  institutions  are  obligated  under  CRA  to 
meet  the  credit  needs  of  their  entire  service  area,  and  I  understand 
that  this  data  collection  is  intended  to  help  examiners  fully  evalu- 
ate an  institution's  performance  under  that  standard.  That  is  an 
important  goal.  As  I  understand  it,  the  specific  proposal  calls  for 
collecting  such  data  as  the  number  of  small  business  and  consumer 
loan  applications,  denials,  and  the  number  and  amount  of  approv- 
als. Lenders  would  code  this  information  by  the  location  of  the 
loan.  Besides  allowing  a  purely  geographic  analysis  of  lending,  the 
data  could  also  be  analyzed  by  reference  to  the  predominant  in- 
come and  racial  makeup  of  the  census  tracts  to  which  loans  relate. 
I  have  thought  about  the  benefits  that  have  accrued  from  the  col- 
lection of  data  on  race  and  gender  that  the  Congress  required  in 
HMDA,  I  believe  that  data  has  served  a  useful  public  and  regu- 
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latory  purpose.  It  has  helped  to  direct  attention  to  issues  of  dis- 
crimination and  has  assisted  in  the  enforcement  of  the  fair  lending 
laws. 

With  regard  to  CRA,  however,  the  issue  is  more  difficult,  and  I 
do  not  have  a  fixed  position.  With  small  business  loans,  for  exam- 
ple, it  may  not  be  easy  to  determine  whether  a  particular  loan  is 
to  a  "female"  or  "black"  business.  I  certainly  agree  that  the  agen- 
cies should  be  willing  to  consider  the  idea  of  expanding  data  collec- 
tion to  race  and  gender.  But  I  would  prefer  holding  a  final  decision 
until  I  know  more  about  the  details.  From  my  initial  reading  of  the 
CRA  proposal,  the  proposed  data  requirements  appear  to  be  rea- 
sonably related  to  evaluating  CRA  performance.  But  I  have  not  yet 
read  the  many  comments  on  the  data  issue.  I  am  told  that  many 
commenters  recommended  expanding  the  data  requirements  to  in- 
clude the  race  and  gender  of  individual  applicants,  but  that  some 
lending  institutions  are  opposed  to  any  new  data  collection  require- 
ments. The  Board  and  the  other  agencies  will  have  to  analyze  the 
merits  of  both  arguments  before  adopting  any  final  position. 

Q.5^.  Recent  studies  indicated  that  minority  borrowers  are  60  per- 
cent more  likely  to  be  rejected  for  home  mortgage  loans  than  white 
borrowers.  Evidence  suggests  that  Federal  efforts  to  enforce  the 
Fair  Housing  Act  and  Equal  Credit  Opportunity  Act  have  been 
minimal.  Do  you  believe  the  Fed  has  done  an  adequate  job  in  en- 
forcing fair  lending  laws? 

A.5^.  As  an  outsider  to  the  Fed  it  is  very  difficult  for  me  to  answer 
your  question.  I  do  know  that  the  Fed  has  referred  several  cases 
to  the  Justice  Department,  has  conducted  landmark  research  (such 
as  the  Boston  Fed  Study),  and  is  upgrading  its  examination  proce- 
dures to  improve  its  detection  of  discrimination  problems.  But  I  am 
also  aware  of  complaints  about  the  Fed's  record. 

I  know  that  improved  enforcement  of  fair  lending  laws  is  very 
important  to  this  Committee,  and  I  could  not  agree  more.  I  intend 
to  make  sure  that  the  Fed  adopts  the  best  procedures  possible  on 
fighting  discrimination.  I  understand  that  several  Federal  agencies 
are  using,  or  considering  using,  "testers."  As  a  social  scientist,  I 
have  some  sjmipathy  with  doing  so  at  the  Fed.  "Testers"  could  fill 
an  important  gap  in  current  procedures  for  detecting  fair  lending 
violations,  and,  of  course,  improved  detection  is  the  key  to  better 
enforcement.  I  intend  to  study  this  issue  in  the  near-term  future. 
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enforcement.  1  mtend  to  study  this  issue  in  the  near-term  lutu 

Q.5.b.  What  steps  would  you  take  to  improve  the  Fed's  record 
this  area? 

A.5.b.  I  will  have  more  ideas  once  I  am  on  the  Board.  One  impor- 
tant step  I  do  know  about  is  the  use  of  a  computerized  statistical 
model,  patterned  on  the  Boston  Fed  study,  which  uses  HMDA  data 
to  help  examiners  assess  fair  lending.  The  model  enables  examin- 
ers to  match  minority  and  nonminority  pairs  of  applicants  with 
similar  credit  characteristics,  but  different  loan  outcomes,  better 
and  more  efficiently  than  was  possible  in  the  past.  This  should  help 
identify  any  instances  of  discrimination.  As  mentioned  in  the  pre- 
vious answer,  "testers"  are  another  possibility. 

Q.6.  The  banking  agencies,  HUD,  and  the  Department  of  Justice 
recently  published  a  policy  statement  on  discrimination  in  the  Fed- 
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eral  Register.  Some  in  the  industry  have  criticized  the  statement 
for  creating  a  catch-22  situation:  encouraging  banks  to  do  self-test- 
ing then  subjecting  them  to  legal  repercussions  if  they  find  in- 
stances of  improper  conduct  by  employees.  What  do  you  think  the 
role  of  self-testing  should  be? 

A.6.  Encouraging  voluntary  self-testing  to  improve  compliance  with 
fair  lending  laws  seems  appropriate  to  me.  I  understand  that  many 
institutions  want  to  test  their  operations  to  see  if  they  can  improve 
their  minority  lending.  We  should  certainly  encourage  such  efforts. 
I  recognize,  however,  that  this  advice  seems  to  create  a  conflict 
for  financial  institutions  who  choose  to  test  their  performance 
under  the  fair  lending  laws.  On  the  one  hand,  these  efforts  are 
commendable  ways  to  nelp  an  institution  correct  any  problems  and 
ensure  that  all  customers  are  treated  fairly.  On  the  other  hand,  I 
am  told  that  the  information  produced  by  self-testing  could  be  used 
against  the  bank.  The  problem  needs  to  be  addressed  and,  as  I  un- 
derstand it,  the  policy  statement  seems  to  deal  with  this  conflict  in 
a  reasonable  way. 

Q.7^.  Concerns  about  the  extensive  and  rapidly  growing  involve- 
ment of  banks  in  derivatives  activities  have  been  voiced  by  many. 
Others  have  pooh-poohed  the  risks  and  said  the  banks  have  the  sit- 
uation in  hand.  Are  you  confident  that  the  regulators  have  the  ca- 
pability to  adequately  measure  and  constrain  banks  from  taking  on 
excessive  levels  of  risk  through  derivatives  activities? 

A.7^.  Although  the  basic  risks  associated  with  derivatives  are  es- 
sentially the  same  risks  that  banks  have  traditionally  manag:ed, 
the  complexity  and  diversity  of  derivative  instruments  and  activi- 
ties combine  to  make  risk  measurement  and  control  more  difficult 
than  that  associated  with  more  traditional  financial  instruments. 
This  complexity  presents  significant  challenges  to  both  banks  and 
supervisors.  Banks  that  are  active  in  derivative  markets  must  con- 
tinue to  enhance  risk  measurement  techniques,  strengthen  risk 
controls,  and  make  management  systems  more  effective.  Super- 
visors must  continue  to  seek  to  strengthen  procedures,  policies,  and 
techniques  to  ensure  that  these  activities  are  conducted  in  a  safe 
and  sound  manner.  More  disclosures  may  also  be  in  order. 

I  understand  that  the  Federal  Reserve  and  other  banking  agen- 
cies have  taken  a  number  of  important  steps  in  supervising  deriva- 
tives including  establishing  prudent  capital  requirements,  develop- 
ing effective  on-site  examination  and  off-site  monitoring  proce- 
dures, issuing  guidance  to  banking  organizations  on  sound  risk 
management  practices,  and  requiring  adequate  disclosure  of,  and 
accounting  for,  a  bank's  derivatives  activities.  While  derivatives  ac- 
tivities are  now  probably  being  effectively  supervised  by  the  Fed- 
eral Reserve  and  other  banking  agencies,  improvements  can  no 
doubt  be  made.  One  critical  need,  I  believe,  is  better  assessment  of 
market  risk.  Given  the  size,  complexity,  and  rapid  growth  of  these 
markets,  it  is  clear  these  activities  will  continue  to  require  inten- 
sive supervisory  attention. 

Q.7.b.  What  steps  would  you  recommend  be  taken  by  banks  or 
their  regulators  in  this  area? 

A.7.b.  In  my  view,  a  bank's  successful  management  of  the  risks  as- 
sociated with  its  derivatives  activities  depends  critically  on  the 
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strength  of  its  related  policies,  procedures,  risk  controls,  and  m£ui- 
agement  information  systems.  To  keep  pace  with  the  rapidly  chang- 
ing financial  environment,  including  expansion  of  derivatives  ac- 
tivities, both  banks  and  regulators  need  to  continue  to  enhance 
their  procedures  for  managing  and  controlling  risks.  This  effort  will 
require  increased  management  awareness  and  understanding  of 
the  nature  of  the  risks  assumed.  It  will  also  involve  committing 
sufficient  financial  and  managerial  resources  to  the  development  of 
risk  monitoring  systems  and  to  the  back  office,  accounting,  and  au- 
diting functions. 

As  pointed  out  in  the  answer  to  "7.a.,"  the  Federal  Reserve  and 
other  banking  agencies  have  sought  to  ensure  that  the  risks  banks 
are  assuming  in  their  derivatives  activities  are  being  prudently 
managed  and  that  adequate  capital  is  held  against  risk  exposures. 
The  agencies  have  also  developed  effective  examination  procedures 
and  accounting  and  reporting  standards.  I  understand  these  efforts 
are  on-going,  both  domestically  and  internationally,  and  I  think 
they  should  be.  I  have  yet  to  identify  other  specific  steps  that  I  be- 
lieve should  be  taken  with  regard  to  the  supervision  of  banks'  de- 
rivatives activities. 

Q.8.  What  risks,  if  any,  do  you  see  attributable  to  the  recent  sig- 
nificant expansion  of  banks  in  the  area  of  mutual  funds? 

A.8.  Banks  have  been  engaged  in  mutual  fund  activities  for  a  con- 
siderable period  of  time  without  significant  problems.  But  the  re- 
cent growth  in  bank  sales  of  mutual  funds  has  focused  attention  on 
certain  aspects  of  these  sales.  The  banking  agencies  have  been  con- 
cerned about  possible  customer  confusion  about  whether  mutual 
funds  sold  to  bank  customers  are  insured  and  the  related  possible 
loss  of  confidence  in  the  bank  if  investments  do  not  perform  to  the 
satisfaction  of  customers.  I  share  those  concerns. 

The  banking  agencies  have  addressed  these  issues  with  a  variety 
of  policies  governing  sales  practices  and  customer  disclosures.  The 
agencies  monitor  these  policies  through  the  examination  process. 

Recently,  the  four  Federal  bank  and  thrift  regulatory  agencies  is- 
sued a  joint  policy  statement  that  sets  out  a  framework  for  the 
proper  conduct  of  sales  of  mutual  funds  and  other  nondeposit  in- 
vestment products  on  bank  premises.  The  Statement  requires 
banks,  at  a  minimum,  to  inform  customers  that  these  investment 
products  are  not  insured  by  the  FDIC,  are  not  deposits  and  are  not 
guaranteed  by  the  institution,  and  are  subject  to  investment  risk — 
including  the  possible  loss  of  principal  invested. 

To  further  minimize  the  risk  of  customer  confusion,  depository 
institutions  are  expected  to  separate  the  sale  of  mutual  funds  from 
deposit  taking  areas  physically,  not  to  use  fund  names  that  are 
identical  to  the  bank's,  and  to  obtain  the  acknowledgement  of  cus- 
tomers buying  these  investment  products  that  the  minimum  disclo- 
sures have  been  received  and  understood. 

Q.9.  A  proposal  has  been  made  for  the  financial  institution  regu- 
lators to  use  mystery  shoppers  to  check  on  the  mutual  fund  sales 
practices  of  the  institutions  they  regulate.  While  some  agencies 
have  endorsed  the  idea,  other  regulators  have  voiced  concern  about 
entrapment,  etc.  Do  you  favor  the  use  of  mystery  shoppers  in  this 
area? 
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A.9.  As  I  have  indicated  in  earlier  answers,  I  am  open  minded 
about  testers.  However,  the  banking  agencies  have  recently  issued 
a  joint  statement  on  the  measures  banks  should  take  to  ensure 
that  consumers  are  fully  informed  about  the  nature  and  risks  of 
their  investments.  Until  such  measures  are  shown  to  be  inad- 
equate, I  question  whether  we  should  rush  to  use  Government  test- 
ers to  check  for  compliance.  But  I  would  certainly  not  object  to  the 
use  of  testers  by  trade  associations  and  the  banks  themselves. 

Q.IO.  Serious  concerns  have  been  raised  by  some  that  our  patterns 
of  taxing,  spending,  and  deficits  are  creating  huge  transfers  be- 
tween different  generations.  The  generational  accounting  data  in 
the  President's  budget  appear  to  support  that  view.  Are  you  con- 
cerned about  this?  What  should  we  do  about  it? 

A.10.  Grenerational  accounts  call  attention  to  potentially  important 
intergenerational  transfers  that  raise  issues  of  both  economic  effi- 
ciency and  equity — and  that  might  otherwise  be  ignored.  In  this 
general  sense,  they  are  a  valuable  analytical  tool.  However,  I  have 
serious  problems  with  several  specific  aspects  of  the  methodology 
used  in  those  calculations  and  would  certainly  not  want  to  endorse 
the  specific  numbers  in  the  budget  as  accurate.  (The  numbers  were 
produced  by  private  scholars,  not  by  the  U.S.  Grovernment.) 

Q.ll^.  Current  law  places  a  fairly  sharp  divide  between  commerce 
and  banking.  Some  have  proposed  removing  that  divide  to  permit 
holding  companies  that  contain  both  banking  and  nonfinancial 
business  affiliates.  What  is  your  view  on  that? 

A.11^.  There  is  a  long  tradition  of  separation  of  banking  com- 
merce, based  on  the  Ajnerican  wariness  of  concentration  of  eco- 
nomic power  and  the  view  that  banks  must  be  disinterested  provid- 
ers of  credit  to  all.  Banking  and  commercial  connections  would  put 
this  principle  at  risk.  Moreover,  it  is  unlikely  that  a  bank  would 
maintain  tne  same  credit  standards  for  affiliated  firms.  This  is  a 
particular  problem  for  banks  with  Government  guaranteed  depos- 
its. Firewalls  and  restrictions  could  mitigate  the  loan-to-affiliate 
problem,  but  not  eliminate  it. 

It  is  argued  that  commercial  firm  purchases  of  bank  holding  com- 

ganies  would  provide  more  capital  and  management  resources  for 
anking.  But  banking,  when  profitable,  can  attract  the  capital  it 
needs.  So  I  see  few  benefits  and  several  potential  costs  in  breaking 
down  the  wall  between  banking  and  commerce. 

Q.ll.b.  One  area  where  the  divide  between  banking  and  commerce 
is  not  very  sharp  is  nonbank  banks.  In  1987,  Congress  prohibited 
the  formation  of  new  nonbank  banks  and  limited  the  growth  of 
those  then  existing.  Do  you  support  the  law  limiting  the  growth  of 
nonbank  banks? 

A.ll.b.  Commercial  companies  that  own  nonbank  banks  have  a 
competitive  advantage  in  combining  banking  and  commerce  that  is 
not  available  to  other  commercial  companies  nor  to  bank  holding 
companies.  In  closing  the  nonbank  bank  loop-hole.  Congress  per- 
mitted commercial  entities  to  retain  ownership  of  nonbank  banks 
on  condition  that  they  be  limited  in  size  and  scope.  These  limita- 
tions were  intended  oy  Congress  to  remain  in  place  unless  and 
until  Congress  enacts  proposals  to  allow,  with  appropriate  safe- 


95 

guards,  banks  and  bank  holding  companies  to  compete  on  a  more 
equal  basis  with  grandfathered  nonbank  banks.  There  appears  to 
me  to  be  no  compelling  reason  to  remove  these  limitations  now. 

Q.12.  Current  law  prohibits  or  greatly  inhibits  some  financial  serv- 
ices activities  at  bank  holding  companies  including  securities  un- 
derwriting and  insurance  brokerage.  What  is  your  view  about  re- 
laxing existing  constraints? 

A.12.  I  have  mixed  feelings  on  this  issue.  There  are  three  basic 
principles  that  must  be  addressed:  (1)  public  benefits;  (2)  the  long- 
run  health  of  banking  in  the  United  States;  and  (3)  risks  to  bank- 
ing safety  and,  soundness. 

It  seems  clear  that  the  public  would  benefit  from  greater  com- 
petition and  greater  convenience  if  banks  could  sell  insurance  and 
underwrite  securities.  In  addition,  banks'  familiarity  with  their 
business-customers  creates  a  knowledge  base  that  could  be  used  to 
facilitate  smaller  firms'  access  to  capital  markets — if  banks  could 
underwrite  securities. 

Banks  have  been  coming  under  increasing  competition  from 
other  financial  institutions  jn  recent  decades.  It  seems  likely  that 
banking  will  continue  to  contract,  relative  to  total  credit  flows,  un- 
less banks  are  permitted  to  adapt  to  and  evolve  with  technological 
and  market  developments.  Although  the  public  might  suffer  no  loss 
if  other  institutions  displaced  banks,  I  do  worry  about  a  banking 
industry  that  is  weakened  this  way. 

But  safety  and  soundness  remain  paramount  concerns.  There  is 
virtually  no  risk  to  insurance  brokerage,  but  securities  underwrit- 
ing and  dealing  does  entail  certain  risks — though  perhaps  no  more 
than  longer-term  bank  loans.  There  also  may  be  diversification 

fains  to  the  banking  organization  as  a  whole,  although  the  evi- 
ence  on  this  point  is  modest. 

On  balance,  when  I  weigh  all  these  factors,  I  find  myself  mildly 
supportive  of  insurance  brokerage  for  banks  and  repeal  of  Glass- 
Steagall.  But  I  would  like  to  consider  the  issue  further. 

Q.13.  Current  projections  indicate  that  deposit  insurance  pre- 
miums for  banks  are  likely  to  decline  sharply  within  the  next  2 
years,  as  the  bank  insurance  fund  achieves  its  required  minimum 
reserve  ratio,  while  premiums  for  thrifts  will  need  to  remain  15  to 
20  basis  points  higher  for  many  years.  Are  there  significant  dan- 
gers in  that  scenario?  Are  large  premium  differences  sustainable 
for  long  periods? 

A.13.  This  is  a  real  problem.  One  set  of  depositories  is  handicapped 
in  competing  with  another  if  it  is  burdened  by  higher  costs.  It  also 
seems  unfair  to  continue  to  burden  the  surviving,  healthy  thrifts — 
most  of  which,  by  definition,  did  not  engage  in  the  risky  and  fraud- 
ulent policies  of  many  failed  thrifts — with  the  cost  of  the  resolution 
of  the  failed  entities.  In  short,  the  premium  differential  needs  to  be 
rethought. 

Q.14.  The  Federal  Reserve  has  the  authority  to  charge  bank  hold- 
ing companies  for  its  examination  and  inspection  but  chooses  not 
to.  Ultimately  that  practice  contributes  to  the  budget  deficit  by  re- 
ducing the  Federal  Reserve's  contribution  to  the  general  Treasury 
fund,  making  the  Federal  Reserve  the  only  Federal  bank  regulatory 
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agency  which  shifts  examination  costs  from  the  institutions  being 
examined  to  the  taxpayers.  What  is  your  view  of  the  Federal  Re- 
serve Board  poHcy? 

A.14.  The  Federal  Reserve  supervises  bank  holding  companies  to 
ensure  that  they  operate  safely  and  do  not  present  a  threat  to  the 
Federal  safety  net  by  abusing  their  subsidiary  commercial  banks. 
Substantial  public  interests  are  served  in  these  oversight  activities, 
and  an  argument  can  be  made  that  the  public  should  cover  at  least 
some  of  the  costs.  While  the  holding  companies  themselves  derive 
some  benefits  from  these  activities,  probably  few  organizations 
would  voluntarily  choose  such  supervision.  At  this  point,  I  am  in- 
clined to  the  view  that  the  Federal  Reserve  should  recover  some, 
if  not  all,  of  the  costs  it  incurs  in  supervising  holding  companies. 
But  before  taking  a  firm  position,  I  would  like  to  familiarize  myself 
with  the  details. 

Q.15.  Under  12  U.S.C.  §326,  the  Federal  Reserve  is  authorized  to 
assess  State  member  banks  for  the  cost  of  their  examinations. 
However,  the  Federal  Reserve  does  not  exercise  its  authority  to 
levy  such  assessments.  Consequently,  even  large  State  member 
banks  that  require  significant  regulatory  resources,  such  as  Mor- 
gan Guaranty,  Bankers  Trust  and  Chemical  Bank,  do  not  pay  for 
their  Federal  exams.  If  the  Federal  Reserve  were  recouping  money 
from  State  member  banks,  the  amount  recouped  would  add  to  the 
surplus  that  the  Federal  Reserve  turns  over  the  Treasury  every 
year.  By  failing  to  assess  these  charges,  the  Federal  Reserve  is  in 
effect  forcing  taxpayers  to  subsidize  the  examinations  of  State 
member  banks.  What  is  your  view  of  this  Federal  Reserve  Board 
policy? 

A.15.  My  answer  here  is  largely  the  same  as  my  previous  answer. 
One  further  point  is  that  State  member  banks  currently  pay  the 
same  supervisory  and  regulatory  costs  as  do  nonmembers.  They 
also  make  payments  to  their  State  banking  departments  to  cover 
their  share  of  the  operating  costs  of  those  agencies,  regardless  of 
their  Fed  membership.  Nationally  chartered  banks  pay  supervisory 
charges  to  the  Office  of  the  Comptroller  of  the  Currency  that  are 
typically  higher  than  those  paid  to  State  banking  departments. 
That  difference  is  effectively  the  only  source  of  imbalance  between 
national  and  State  chartered  banks,  whether  Federal  Reserve 
members  or  not. 

Correcting  that  imbalance  by  charging  State  member  banks 
would  create  a  new  imbalance  between  State  member  and 
nonmember  banks.  So  the  question  is  a  vexing  one.  Before  taking 
a  position  on  this  matter,  I  would  like  to  have  the  opportunity  to 
study  the  question  further. 

Q.16.  How  do  you  address  the  issue  that  while  the  Federal  Re- 
serve's primary  mission  is  to  oversee  monetary  policy,  it  also  has 
bank  supervisory  duties  which  present  conflicts  with  its  monetary 
policy  mission? 

A.16. 1  do  not  believe  that  these  missions  conflict,  rather  both  mon- 
etary and  supervisory  policies  are  enriched  by  the  other.  The  prac- 
tical knowledge  of  banking  and  banking  policy  gained  from  super- 
vision would  appear  to  be  a  useful  input  to  monetary  policy,  and 
stabilization  responsibilities  limit  the  narrow  safety  and  soundness 
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focus  that  might  otherwise  come  with  supervision.  In  a  world  in 
which  globalization  of  financial  markets  is  a  reality,  financial  crises 
will  increasingly  be  international  in  nature  and  central  bank  coop- 
eration is  necessary.  A  central  bank  without  supervisory  knowl- 
edge, it  seems  to  me,  would  be  at  a  disadvantage  in  such  coopera- 
tion. 

Q.17.  After  passage  of  the  last  tax  bill  many  economists  were  say- 
ing that  this  move  would  act  to  slow  down  tne  economy.  The  input 
of  the  tax  increase  has  just  hit  on  April  15.  It  will  take  some  time 
to  see  if  this  will  slow  down  the  economy.  Do  you  believe  that  the 
tax  increase  will  have  any  deflationary  consequences? 

A,17.  There  is  no  question  that  the  tax  increases  are  currently  tak- 
ing some  purchasing  power  out  of  the  economy.  But,  given  the 
character  of  the  tax  increases  enacted,  the  advance  notice  tax- 
payers received,  and  the  3-year  payment  option,  I  would  judge  that 
the  direct  "drag"  on  consumer  spending  probably  is  not  great.  It 
must  also  be  remembered  that  the  tax  increases  are  an  important 
part  of  the  deficit-reduction  program,  which  is  moderating  the 
amoimt  of  pressure  that  the  Federal  Government  is  placing  on  the 
credit  markets  today — and  that  it  will  in  future  years  if  we  main- 
tain the  OBRA93  disciplines. 

Q.18.  Do  you  agree  that  the  legislative  history  of  the  1980  Finan- 
cial Institutions  Deregulation  and  Monetary  Control  Act  show  that 
Congress  intended  the  Federal  Reserve,  through  pricing  and  other 
policies,  to  give  private  sector  entities  equality  of  competitive  op- 
portunity with  the  Fed  in  the  provision  of  payment  services,  includ- 
ing automated  clearinghouse  services? 

A.18.  I  have  limited  familiarity  with  this  history.  My  understand- 
ing of  the  pricing  provisions  of  the  1980  Financial  Institutions  De- 
regulation and  Monetary  Control  Act  ("MCA")  is  that  these  provi- 
sions, coupled  with  the  MCA's  expansion  of  access  to  Federal  Re- 
serve payment  services  to  all  depository  institutions,  were  intended 
to  provide  incentives  for  the  private  sector  to  offer  services  to  de- 
pository institutions  similar  to  those  offered  by  the  Federal  Re- 
serve— including  automated  clearinghouse  services.  The  resulting 
competition  between  the  Federal  Reserve  and  the  private  sector 
would  tend  to  optimize  the  payment  services  available  to  depository 
institutions  in  terms  of  price,  efficiency,  and  innovation. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  D'AMATO 

FROM  ALAN  S.  BLINDER 

Q.l.  Price  Controls — Health  Care.  Mr.  Blinder  in  your  extensive 
writings,  you  have  covered  the  subject  of  mandatory  price  controls. 
I  am  quoting  you  in  Hard  Heads,  Soft  Hearts  (1987):  "Mandatory 
price  controls  substitute  the  political  judgment  of  the  State  for  the 
impersonal  iudgment  of  the  market,  thereby  interfering  with  the 
signaling  role  of  prices  and  impairing  economic  efficiency." 

"In  the  early  stages  of  a  controls  program  the  costs  are  small  and 
almost  invisible.  But  distortions  mount  and  become  concrete  as  a 
system  of  controls  ages  and  ossifies." 

I  agree  with  these  observations  and  have  criticized  the  Clinton 
Administration  health  plan  for  the  same  reasons,  although  not  in 
such  eloquent  terms.  Were  you  consulted,  as  a  member  of  the 
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Council  of  Economic  Advisers,  on  the  health  plan?  Did  you  give 
them  this  advice? 

A.1.  As  a  Member  of  the  President's  Council  of  Economic  Advisers, 
I  was  involved  in  numerous  discussions  of  health  care  reform  over 
a  period  of  many  months.  In  the  early  stages  of  those  discussions, 
"everything  was  on  the  table"  in  an  almost  literal  sense,  and  I  did 
indeed  counsel  against  price  controls  of  the  sort  we  had  in  this 
country  in  1971-74.  Such  controls  were  not  adopted.  The  "premium 
caps"  in  the  President's  plan  are  something  quite  different.  They  do 
not  specify  prices  for  specific  commodities  or  services,  but  rather 
give  plan  operators  a  budget  and  let  them  decide  on  prices  and 
quantities  within  this  budget.  Such  premium  caps  closely  resemble 
tne  "price  caps"  which  are  now  in  wide  use  in  public  utility  regula- 
tion. 

Q.2.  Fed  Independence.  I  am  concerned  about  the  independence 
of  the  Federal  Reserve,  as  a  central  bank  and  as  a  regulator.  The 
Treasury's  proposal  to  create  a  Federal  Bank  Commission  has 
raised  alarms  over  many  issues,  but  especially  the  independence  of 
the  agency  from  the  Administration.  In  short,  independence  is  not 
to  be  taken  lightly. 

Can  you  assure  the  Committee  that  your  experience  and  contact 
as  a  high  level  Administration  economic  official  will  in  no  way 
interfere  with  your  service  and  judgment  as  the  Vice  Chairman  of 
the  Federal  Reserve? 

A.2.  I  can  give  the  Committee  this  assurance  with  no  hesitation 
what-  ever.  I  understand  very  well  that  the  role  of  Vice  Chairman 
of  the  Fed  is  fundamentally  different  from  the  one  I  now  fill  as  a 
Member  of  the  Council  of  Economic  Advisers.  My  current  job,  for 
example,  is  purely  advisory  and  explicitly  political;  my  prospective 
new  iob  involves  executive  authority  and  is  nonpolitical,  even  apo- 
litical. As  I  noted  in  my  written  testimony,  my  current  job  is  to 
serve  only  the  President;  my  prospective  new  job  is  to  serve  every 
American — and  to  do  so  independently.  Frankly,  I  find  the  con- 
templated transition  an  easy  one  since  my  entire  professional  life — 
prior  to  January  1993 — was  spent  outside  politics  in  a  job  with  the 
most  independence  I  can  think  of:  A  university  professor  with  ten- 
ure. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  MACK 

FROM  ALAN  S.  BLINDER 

Q.l.  Some  people  argue  that  the  goal  of  monetary  policy  is  price 
stability,  i.e.,  zero  inflation.  Others  say  that  the  goal  ought  to  be 
economic  growth.  What  do  you  believe  the  goal  should  be,  and  why? 
Also,  please  explain  whether  you  believe  there  is  a  difference  be- 
tween the  goals  of  price  stability  and  high,  long-term  economic 
growth.  If  so,  why? 

A.1.  As  I  noted  in  my  prepared  statement.  Congress  has  prescribed 
the  goals  of  monetary  policy  in  the  Federal  Reserve  Act  as:  "to  pro- 
mote effectively  the  goals  of  maximum  employment,  stable  prices, 
and  moderate  long-term  interest  rates."  So  in  my  view,  the  Fed 
should  be  pursuing  all  three  goals.  My  statement  also  noted  that, 
if  you  take  the  long  view  about  what  is  best  for  the  economy,  there 
are  really  no  conflicts  among  the  three  goals. 
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Q^.  In  your  meeting  with  me  on  Wednesday,  May  4,  you  stated — 
this  is  a  paraphrase — that  were  you  to  be  convinced  that  gold  was 
a  good  indicator  of  incipient  inflation,  you  would  be  more  than  will- 
ing to  use  it  as  a  market  signal.  What  evidence  would  you  require 
in  order  to  be  convinced  that  the  price  of  gold  and  market  expecta- 
tions of  inflation  are  linked? 

AJ2.  Shifts  in  market  expectations  of  inflation  may  well  be  reflected 
in  the  price  of  gold  because,  as  a  durable  commodity,  gold  can  serve 
to  some  degree  as  a  hedge  against  inflation.  Historically,  the  price 
of  gold  has  been  elevated  in  periods  of  high  inflation.  However,  gold 
prices  can  be  affected  by  a  number  of  factors  other  than  expecta- 
tions of  U.S.  inflation,  including  inflation  developments  in  other  na- 
tions, shifts  in  supply,  and  political  instability  in  other  countries. 
A  fundamental  problem  in  assessing  the  link  between  gold  prices 
and  market  expectations  of  inflation  is  our  inability  to  directly  ob- 
serve those  expectations.  In  the  absence  of  such  observations  I 
would  want  to  see  robust  econometric  evidence  that  gold  prices  do, 
in  fact,  help  to  predict  future  inflation.  In  the  past,  gold  prices  have 
not  been  consistently  useful  in  making  such  predictions. 

Q.3.  Most  of  us  agree  that  in  a  ceteris  paribus  world,  budget  defi- 
cits lead  to  higher  interest  rates.  But  because  other  factors  affect 
interest  rates,  there  is  little  evidence  that  an  empirical  relationship 
between  budget  deficits  and  interest  rates  exists.  What  do  you  be- 
lieve is  the  most  important  factor  under  Government  control  that 
affects  interest  rates? 

A,3.  As  I  indicated  in  my  prepared  statement,  I  believe  that  pros- 
pects for  the  Federal  budget  have  important  effects  on  real  long- 
term  interest  rates.  Higher  Federal  debt — the  result  of  higher 
budget  deficits — does  put  added  pressures  on  credit  markets  and 
therefore  tends  to  push  up  real  interest  rates.  Monetary  policy  also 
has  important  effects  on  interest  rates.  Shifts  in  the  stance  of  mon- 
etary policy  influence  real  interest  rates  in  the  short  run.  In  addi- 
tion, monetary  policy,  through  its  effect  on  inflation  and  inflation 
expectations,  plays  an  important  role  in  determining  the  general 
level  of  nominal  interest  rates. 

Q.4.  What  effect  does  market  uncertainty  have  on  long-term  inter- 
est rates?  What  is  the  magnitude  of  that  effect?  What  is  happening 
these  days,  in  your  view,  to  cause  uncertainty  in  financial  markets? 
Does  the  trade  dispute  between  the  U.S.  and  Japan  contribute  to 
this  uncertainty?  If  so,  what  is  the  extent  of  that  effect? 
A.4.  The  purchase  of  a  long-term  debt  instrument  is  an  act  of  faith, 
since  the  investor  is  likely  to  be  uncertain  about  the  prospects  for 
repayment  (except  for  a  Government  bond),  the  purchasing  power 
of  the  principal  when  finally  repaid,  and  the  total  real  return,  in- 
cluding interest  payments,  the  instrument  provides  while  holding 
it.  Increasing  uncertainty  about  any  of  these  factors  should  make 
investors  more  reluctant  to  buy  the  security.  Financial  economists, 
however,  have  had  great  difficulty  in  quantifying  this  effect,  either 
in  terms  of  reliably  measuring  the  risk  premia  required  to  com- 
pensate investors  for  moving  from  short-term  to  long-term  debt  or 
for  moving  from  domestic-currencv  to  foreign -currency  denominated 
debt.  Those  premia  can  be  large,  out  they  are  also  variable  and  dif- 
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ficult  to  relate  to  observed  economic  indicators,  including  market 
volatility. 

Measures  of  financial  market  volatility  have  moved  higher  in  the 
past  few  months,  whether  viewed  in  terms  of  backward-looking 
proxies  of  recent  price  changes  or  inferred  from  the  prices  of  op- 
tions on  financial  instruments.  But  the  increases  have  not  been  un- 
precedented historically  nor  have  they  pushed  these  measures  to 
record  highs.  Market  participants  do  have  a  lot  to  be  uncertain 
about:  Incoming  economic  data  suggest  considerable  more  momen- 
tum to  the  economy  than  was  thought  just  a  few  months  ago,  with 
consequent  implications  for  pressures  on  prices  and  credit  demands 
that  are  difficult  to  predict;  monetary  policy  has  recently  changed 
direction  for  the  first  time  in  5  years;  newer  participants  in  the 
marketplace,  who  have  had  little  acquaintance  with  bear  markets, 
may  act  skittishly;  and,  many  aspects  of  Government  policy — ^both 
here  and  abroad — are  under  active  and  public  consideration. 
Among  the  latter  influences,  bilateral  trade  discussions  between 
the  United  States  and  Japan  have  garnered  their  share  of  head- 
lines. However,  the  possibility  of  a  "trade  war"  with  Japan  is  ex- 
tremely remote  and  there  has  been  no  fiindamental  shift  in  the 
Clinton  Administration's  approach  in  dealing  with  this  issue.  So  I 
myself  do  not  attribute  much  importance  to  it. 

Q.5.  When  the  Federal  Reserve  increased  the  Federal  funds  rate 
recently,  the  expectation  was  that  the  dollar  would  rise  on  foreign 
exchange  markets  as  market  participants  would  seek  higher-yield- 
ing dollar-denominated  assets.  Instead,  the  reverse  has  happened. 
Why,  in  your  view,  has  the  dollar  fallen  so  dramatically?  Do  you 
agree  with  the  subsequent  decision  of  the  Fed  and  other  central 
banks  to  intervene?  Do  you  believe  that,  in  general,  a  policy  of  dol- 
lar depreciation  will  increase  U.S.  competitiveness? 

A.5.  As  a  rule,  a  tightening  of  monetary  policy  does  normally 
produce  some  appreciation  of  the  currency.  In  recent  months,  how- 
ever, the  dollar  has  weakened  somewhat  while  the  Federal  Reserve 
has  tightened.  This  is,  indeed,  surprising.  Part  of  the  explanation 
may  be  that  while  the  Fed  was  tightening,  new  economic  data  were 
indicating  that  U.S.  economic  activity  was  stronger  than  market 
participants  had  previously  thought.  So  market  participants  may 
have  feared  that  the  Federal  Reserve  was  moving  too  slowly  to  pre- 
vent a  resurgence  of  inflationary  pressures.  It  was  also  said  that 
the  Administration  welcomed  a  weaker  currency,  particularly 
against  the  yen.  Indeed,  it  was  partly  to  dispel  this  misperception 
that  the  U.S.  and  other  monetary  authorities  intervened  in  ex- 
change markets  to  purchase  dollars  against  yen  and  marks,  and  ac- 
companied these  operations  with  a  public  statement  by  Secretary 
Bentsen.  These  operations  were  a  well-timed  and  judicious  use  of 
the  intervention  policy  instrument,  and  I  fully  support  them. 

In  a  literal  sense,  a  cheaper  currency  does  make  a  country  more 
"competitive."  But  exchange  rates  are  just  one  element  in  a  coun- 
try's international  competitiveness.  In  the  long  run,  exchange  rates 
are  determined  by  economic  fundamentals  and  cannot  be,  artifi- 
cially manipulated,  especially  when  financial  markets  here  and 
abroad  are  free  and  flexible.  In  the  long  run,  the  international  com- 
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petitiveness  of  the  U.S.  is  best  assured  by  keeping  inflation  low 
and  enhancing  the  productivity  of  American  labor. 

Q.6.  Please  describe  your  views  on  the  effects  of  the  expanding 
market  for  financial  derivatives  on  the  economy.  Would  you  like  to 
see  greater  regulation  of  the  derivatives  market?  If  so,  what  type 
of  regulation  would  you  recommend? 

A.6.  Financial  derivatives  allow  risks  to  be  unbundled  and  trans- 
ferred to  those  most  willing  to  assume  and  manage  each  risk  com- 
ponent. That  is  a  valuable  function  which  should  not  be  regulated 
out  of  existence. 

Nonetheless,  I  would  emphasize  that  derivatives  include  complex 
instruments  which,  if  not  properly  understood  and  managed,  can 
result  in  significant  losses  to  individual  institutions,  as  several  re- 
cent episodes  amply  demonstrate.  In  addition,  the  question  of 
whether  derivatives  have  heightened  systemic  risks  remains  a  sub- 
ject of  debate.  Some  fear  that  the  failure  of  a  major  derivatives 
dealer  could  inflict  serious  damage  on  their  counterparties,  al- 
though the  failures  that  have  occurred  to  date  were  contained  with- 
out systemic  disruptions.  Also,  some  believe  that  dynamic  hedging 
of  options  portfolios  has  heightened  the  volatility  of  underlying 
asset  prices.  (But  statistical  studies  do  not  support  this  belief.) 

Whatever  the  true  danger  that  derivatives  pose  to  individual  in- 
stitutions or  to  the  financial  system,  I  feel  that  several  key  issues 
must  be  addressed  to  make  sure  these  activities  are  on  a  sound 
footing.  First,  both  regulators  and  market  participants  must  imple- 
ment sound  risk  management  of  derivatives  activities.  Banking 
regulators  have  a  special  responsibility  to  ensure  that  banks  man- 
age their  derivatives  activities  prudently,  so  that  the  FDIC  fund  is 
not  threatened.  Second,  the  legal  and  institutional  infrastructure 
for  derivatives  activities  must  be  strengthened — especially  as  they 

f)ertain  to  cross-border  transactions.  Third,  both  the  banking  regu- 
ators  and  FASB  need  to  strengthen  accounting  and  financial  dis- 
closure standards  for  derivatives.  Finally,  market  participants  and 
regulatory  authorities  need  to  make  sure  that  payment  and  settle- 
ment systems  have  the  credit,  liquidity,  and  operational  safeguards 
necessary  to  cope  with  expanded  volumes  resulting  from  more  ac- 
tive trading  of  derivatives  and  other  financial  instruments. 

Q.7.  You  have  been  quoted  as  saying  that  your  faith  in  the  mes- 
sage sent  by  auction  markets  is  declining.  What  makes  you  say 
this?  What  are  the  implications  of  your  loss  of  faith  in  auction  mar- 
kets? Do  you  believe  that  markets  nevertheless  contain  more  wis- 
dom than  does  the  Government,  or  do  you  believe  that  the  Govern- 
ment— the  Fed,  the  Treasury,  the  SEC,  whomever — ^has  superior 
knowledge? 

A.7.  My  training  in  economics  has  convinced  me  no  mechanism  is 
better  than  a  free  market  in  reconciling  the  unbounded  wants  of 
the  public  to  the  limited  resources  that  are  actually  available.  How- 
ever, affirming  that  the  market  mechanism  is  superior  does  not 
imply  that  messages  from  markets  are  infallible.  Policymakers 
must  recognize  that  market  behavior  critically  depends  on  expecta- 
tions about  the  future,  including  what  market  participants  believe 
future  policy  will  be.  On  this  last  score  at  least,  policjrmakers  may 
know  more  than  markets. 
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Shifts  in  expectations,  which  may  well  be  amplified  by  the  cur- 
rent moods  of  investors,  can  sometimes  lead  to  price  swings  that 
are  only  loosely  related  to  economic  fundamentals.  I  believe  you  are 
referring  to  something  I  wrote  around  the  time  of  Iraq's  invasion 
of  Kuwait:  that  the  law  of  supply  and  demand  could  not  explain  the 
sizable  swings  in  oil  prices,  which  went  as  high  as  $40  a  barrel. 
I  thought  that  swing  was  excessive  at  the  time,  and  history  seems 
to  have  borne  that  view  out. 

While  policymakers  surely  do  not  have  more  collective  wisdom 
than  the  marketplace,  they  can  and  should  view  events  from  a 
longer  perspective.  Government  policies  that  changed  with  every 
swing  in  market  prices  would  only  add  to  volatility.  Instead,  policy- 
makers should  consult  a  wide  variety  of  economic  indicators,  in- 
cluding, but  not  limited  to,  market  quotes,  in  framing  their  deci- 
sions. 

Q.8.  You  have  also  been  quoted  that  you  would  "penalize  short- 
term  securitv  trading  by  imposing  a  small  tax  on  transactions." 
Could  you  please  explain  your  argument  for  this  and  explain  why 
such  a  transactions  tax  would  not  lead  to  lower  securities  prices 
and  subsequently  to  lower  nationwide  financial  wealth? 

A.8.  You  probably  are  quoting  from  an  article  I  wrote  for  Business 
Week  in  April  1990  in  which  I  listed  a  variety  of  tax  code  changes 
that  might  be  worth  considering — from  the  standpoints  of  revenue- 
raising  effectiveness,  economic  efficiency,  and  fairness — in  order  to 
reduce  the  deficit.  The  argument  that  is  suggested  by  your  question 
is,  I  think,  that  a  tax  of  this  sort  would  tend  to  discourage  short- 
term  trading  activity  and  thereby  reduce  market  liquidity  to  some 
degree;  this  could  lower  securities  prices,  all  other  things  equal. 

But,  it  is  not  clear  that  all  other  things  would  indeed  be  equal. 
It  is  argniable  that  a  small  tax  that  inhibited  short-term  trading — 
but  had  negligible  effects  on  long-term  returns — would  help  to  re- 
duce risk  premia  by  diminishing  market  volatility.  If  so,  that  would 
raise  securities  prices.  And  it  is  also  arguable  that,  by  refocusing 
the  attention  of  market  participants  on  the  fundamentals  of  cor- 
porate asset  valuation  rather  than  on  short-term  trading,  the  mar- 
kets would  perform  more  effectively  their  role  as  an  allocator  of 
capital — clearly  a  boon  to  wealth  creation. 

I  should  also  point  out  that,  in  that  Business  Week  column,  I 
packaged  the  transaction  tax  proposal  with  indexing  of  capital 
gains.  On  balance,  I'd  say  the  package  was  pro-  not  anti-capital. 

Q.9.  Another  quote  attributed  to  you  is  that  the  Reagan  tax  cut 
was  an  "ill-conceived  tax  giveaway,"  and  that  those  who  disagree 
have  an  "anti-tax  obsession."  In  light  of  the  fact  that  tax  revenues 
subsequently  grew  dramatically  and  the  effective  tax  burden  was 
shifted  even  more  to  the  wealthy,  do  you  still  believe  the  tax  cuts 
were  a  mistake?  Why? 

A.9.  I  think  these  two  quotes  actually  come  from  two  different  arti- 
cles which  had  different  focuses;  indeed,  I  believe  the  second 
phrase  was  included  in  the  article  that  was  the  source  of  your  pre- 
ceding question.  The  point  I  was  making  there  was  that  I  believed 
that  we  could  not  fix  the  deficit  problem  solely  on  the  spending 
side;  tax  increases  of  some  kind  would  be  necessary.  Be  that  as  it 


103 

may,  the  thrust  of  the  present  question  is  my  view  of  the  wisdom 
of  the  Reagan  tax  cuts,  and  I  shall  focus  on  that. 

What  I  had  in  mind  in  my  remark  was  that  the  ERTA  tax  cuts 
were  premised  on  unrealistic  notions  of  the  favorable  supply  side 
benefits  that  would  be  realized.  I  believe  that  the  primary  source 
of  the  subsequent  growth  of  tax  revenues  was  the  traditional  short- 
run  stimulus  to  aggregate  demand  that  tax  cuts  give,  not  any 
major  effect  on  labor  supply  and  the  like  (which  is  not  to  deny  that 
taxes  affect  incentives;  they  do). 

Lower  marginal  tax  rates,  in  themselves,  do  reduce  the  incentive 
for  the  wealthy  to  avoid  taxes.  But  the  shifting  in  "tax  burden"  to 
which  you  refer  seems  to  have  been  more  a  result  of  the  consider- 
able shifts  in  income  distribution  that  were  attributable  to  a  vari- 
ety of  non-tax  factors,  including  widening  wage  differentials  (asso- 
ciated importantly  with  education),  and  the  greater  gains  the 
wealthy  reaped  from  some  of  the  booming  financial  markets  of  the 
1980's. 

Whatever  their  positive  incentive  effects,  the  1981-84  tax  cuts 
were  unfortunate  in  that  they  were  part  of  an  overall  budget  pro- 
gram that  created  a  major  structural  imbalance  between  revenues 
and  outlays  that  generated  massive  increases  in  Federal  debt.  The 
deficit  problem  continues  to  this  day.  So,  yes,  I  still  think  they 
were  a  mistake. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  FAIRCLOTH 

FROM  ALAN  S.  BLINDER 

Q.l.  Dr.  Blinder,  you  have  described  yourself  as  an  "inflation  dove," 
and  have  written  that  "the  harm  that  inflation  inflicts  on  the  econ- 
omy is  often  exaggerated."  However,  in  our  discussion  in  my  office 
you  also  said  that  you  think  we  can  live  with  the  current  rate  of 
inflation,  but  that  no  case  can  be  made  far  going  back  to  the  higher 
rates  of  a  few  years  ago.  How  much  higher  would  you  let  inflation 
get  before  you  would  take  any  steps  necessary  to  keep  it  down  to 
present  level? 

A.1.  As  I  noted  in  my  prepared  statement,  it  would  be  sheer  folly 
to  squander  our  gains  against  inflation.  The  first  concern  of  the 
Federal  Reserve  today  is  to  allow  expansion  to  proceed  without  ris- 
ing inflation.  In  light  of  the  delays  between  monetary  policy  actions 
and  their  effects  on  spending  and  inflation,  policy  steps  to  forestall 
a  prospective  overshooting  of  the  economy  beyond  its  capacity,  and 
hence  a  future  acceleration  of  inflation,  typically  would  need  to  be 
taken  prior  to  any  pickup  in  actual  inflation.  Indeed,  the  ideal  pol- 
icy would  prevent  a  rise  in  inflation  from  ever  occurring,  although 
in  practice  surprise  short-run  events  may  make  this  an  impossible 
standard  to  attain.  Even  so,  as  I  indicated  in  my  prepared  state- 
ment, if  the  Federal  Reserve  resists  such  unlucky  inflationary 
shocks  but  accepts  disinflationary  events,  then  we  can  continue  to 
chip  away  over  time  at  the  already-low  inflation  rate. 

Q.2.  Many  people  worry  about  maintaining  independent  bank  regu- 
latory agencies,  particularly  in  light  of  the  situation  in  which  the 
President  finds  himself.  (Jne  of  the  principle  forces  which  has 
slowed  the  Administration's  plan  to  consolidate  bank  regulation 
under  a  board  controlled  by  Clinton  appointees  had  been  the  Fed- 
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eral  Reserve.  As  a  member  of  the  Federal  Reserve  Board,  what 
would  your  position  on  regulatory  consolidation  be? 
A^.  As  I  said  in  my  confirmation  hearings,  I  am  hopeful  that  a 
compromise  can  be  reached  that  will  achieve  most  of  the  objec- 
tives— including  simplification  and  reducing  complexity  and  costs 
to  the  Government  and  the  banking  system — while  at  the  same 
time  maintaining  a  si^ificant  independent  role  for  the  Federal  Re- 
serve in  bank  supervision.  I  pledged  at  that  time  that,  after  con- 
firmation, I  would  make  every  effort  to  reach  such  a  compromise. 

Q.3.  Dr.  Blinder,  how  long  have  you  known  President  and  Mrs. 
Clinton? 

A.3.  Prior  to  joining  the  Administration  during  the  transition,  I 
had  met  with  President  (then  Grovernor)  Clinton  only  once — at  a 
meeting  of  economists  with  the  candidate  in  August  1992.  I  do  not 
believe  I  met  Mrs.  Clinton  at  that  time.  To  the  best  of  my  recollec- 
tion, we  first  met — very  briefly — at  the  Little  Rock  economic  con- 
ference in  December  1992.  | 

Q.4.  Outside  of  office  and  campaign  work  for  the  Clintons,  in  what 
other  situations — such  as  Renaissance  Weekends — have  you  inter- 
acted with  them  over  the  years? 

A.4.  As  I  just  stated,  I  had  never  met  either  President  Clinton  or 
the  First  Lady  prior  to  the  campaign  and  the  transition.  Nor  have 
I  ever  been  to  Renaissance  Weekend.  Since  the  Administration 
began,  I  have  had  many  "office"  contacts  with  the  President,  a  few 
with  the  First  Lady,  and  have  also  interacted  with  them  socially 
a  few  times.  | 

Q.5.  This  Administration  has  a  history  of  its  political  appointees 
calling  the  independent  agencies — getting  and  giving  "heads  up." 

Dr.  Blinder  you  work  with  Laura  Tyson,  of  the  University  of 
California  at  Berkeley,  at  the  Council  of  Economic  Advisors.  Janet 
Yellen,  Mr.  Clinton's  other  nominee  for  the  Fed,  also  is  from  the 
University  of  California  at  Berkeley.  As  Vice  Chairman  of  the  Fed, 
if  Laura  Tyson  calls  you  to  talk  about  monetary  policy — to  get  a 
"heads  up" — what  would  you  tell  her? 

A.5.  Having  served  on  the  CEA  since  January  1993,  I  would  be 
very  much  surprised  if  Laura  Tyson  called  to  talk  about  monetary 
policy — except  in  a  very  general,  conceptual,  way.  Dr.  Tyson,  I,  and 
others  in  the  Administration  have  been  careful  never  to  question 
members  of  the  FOMC  about  their  decisions  nor  to  ask  them  about 
upcoming  FOMC  decisions.  I  would  expect  that  policy  to  be  main- 
tained. We  have,  however,  often  discussed  a  wide  variety  of  concep- 
tual issues  involving  monetary  policy,  fiscal  policy,  and  the  econ- 
omy more  generally  with  Fed  governors.  These  conversations  are 
useful  to  both  sides,  and  I  would  expect  them  to  continue. 

My  understanding  is  that,  from  time  to  time,  the  Chairman  of 
the  Federal  Reserve  does  give  the  White  House  a  "heads  up"  on  im- 
minent changes  in  monetary  policy.  When  this  happens,  it  gen- 
erally is  done  by  the  Chairman,  and  I  would  expect  this  practice 
to  continue. 

Q.6.  If  you  could  solely  determine  our  Nation's  policy,  would  you 
be  targeting  interest  rates,  nominal  GDP,  some  monetary  aggre- 
gate, commodities  prices,  or  something  else?  If  you  were  monitoring 
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various  targets,  and  those  targets  took  divergent  paths,  which  sin- 
gle measure  of  the  state  of  our  Nation's  monetary  status  would  you 
then  regard  as  being  most  significant? 

A.6.  In  my  view,  no  single  economic  or  financial  variable  provides 
reliable  indications  of  growth  tendencies  and  inflation  pressures.  In 
assessing  prospects  for  the  economy,  I  find  it  most  useful  to  mon- 
itor a  very  broad  range  of  economic  and  financial  data.  I  do  not  re- 
gard any  one  measure  as  most  significant.  As  I  indicated  in  my  tes- 
timony, ".  ,  .  the  Fed  really  has  no  choice  but  to  watch  every- 
thing." To  be  sure,  indicators  can  point  in  different  directions,  as 
you  note.  The  task  of  the  Federal  Reserve  Board  and  the  Federal 
Open  Market  Committee  is  to  weigh  all  available  economic  and  fi- 
nancial information  in  the  process  of  reaching  judgments  about  ap- 
propriate monetary  policy. 

As  to  your  specific  list,  I  would  put  greater  weight  on  nominal 
GDP  and  interest  rates.  Commodity  prices  are  useful  to  the  extent 
that  they  forecast  overall  inflation.  At  present,  however,  the  tradi- 
tional monetary  aggregates  are  of  little  use. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 
FROM  STEVEN  M.H.  WALLMAN 

Q.l^.  Mutual  Funds — Mutual  funds  are  an  increasingly  impor- 
tant segment  of  the  financial  services  industry.  With  assets  of  close 
to  $3  trillion,  mutual  funds  now  rival  insured  bank  deposits  in  im- 
portance to  America's  families.  What  changes,  if  any,  do  you  think 
should  be  made  in  the  area  of  regulation  of  mutual  funds? 

A.1^.  I  believe  the  regulation  of  mutual  funds  is  essentially  sound. 
I  understand  that  2  years  ago  the  Commission's  Division  of  Invest- 
ment Management  released  a  report  in  which  it  reexamined  invest- 
ment company  regulation  (Protecting  Investors:  A  Half  Cen- 
tury OF  Mutual  Fund  Regulation  (1992))  and  concluded  that 
the  approach  of  the  Investment  Company  Act  of  1940  had  worked 
well  and  should  not  be  fundamentally  altered. 

Although  I  do  not  believe  the  fundamental  elements  of  the  way 
in  which  mutual  funds  are  regulated  needs  to  be  changed,  I  do  be- 
lieve the  extremely  rapid  growth  of  the  fund  industry  requires  the 
Commission  to  address  a  host  of  significant  regulatory  issues.  Re- 
cent surveys  by  the  Commission  and  others,  for  example,  cause  me 
to  be  concerned  about  the  level  of  understanding  of  the  U.S.  fund 
investor.  The  Commission  needs  to  continue  to  consider  ways  in 
which  to  enhance  disclosure  bv  funds  and  to  address  issues  arising 
in  connection  with  the  sales  of  mutual  funds,  particularly  bank  mu- 
tual funds.  We  should  seek  to  determine,  for  instance,  whether  ex- 
isting suitability  rules  are  sufficient  to  protect  fund  investors.  (Also 
see  answer  to  question  l.b.  below.)  The  Commission,  in  my  view, 
must  also  evaluate  its  rules  governing  funds'  use  of  derivative  in- 
struments to  ensure  that  these  rules  strike  a  balance  between  pro- 
moting effective  money  management  and  protecting  investors.  I  be- 
lieve the  Commission  should  also  review  the  issue  of  portfolio  man- 
agers trading  practices  and  disclosures.  (I  understand  the  Invest- 
ment Company  Institute  has  recently  released  a  report  on  this 
matter,  and  the  Commission  is  nearing  completion  of  its  own 
study.)  Finally,  I  believe  an  interesting  issue  that  may  benefit  from 
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Commission  attention  in  the  future  relates  to  corporate  governance 
matters  and  mutual  funds. 

The  specific  issues  I  have  described  are  only  examples  of  the 
myriad  of  issues  I  believe  involve  the  fund  business  as  it  has 
grown.  That  growth  has,  as  I  understand  it,  far  outdistanced  the 
growth  of  the  Commission's  resources.  Because  over  one-quarter  of 
all  American  households  have  savings  and  retirement  dollars  in  in- 
vestment companies,  the  safety  of  investment  company  operations 
is  extremely  important  to  the  economy.  I  believe  assuring  adequate 
Commission  resources  in  this  area  should  be  a  high  priority  of  Con- 
gress and  the  Commission. 

Q.l.b.  A  growing  percentage  of  mutual  fund  sales  are  taking  place 
in  banks.  Recent  surveys  suggest  that  banks  customers  may  not  be 
distinguishing  between  insured  deposits  and  uninsured  securities 
products.  Can  the  SEC  and  the  banking  regulators  coordinate  their 
examination  and  enforcement  efforts  to  ensure  that  bank  cus- 
tomers receive  the  information  they  need? 

A.l.b.  I  know  the  Commission,  the  National  Association  of  Securi- 
ties Dealers,  Inc.  ("NASD"),  and  the  banking  regulators  have  ex- 
pressed concern  that  bank  customers  who  buy  securities  on  bank 
premises  may  not  understand  that  those  securities  are  not  insured 
bank  deposits.  I  understand  that  the  Commission,  the  NASD,  and 
the  banking  regulators  have  each  taken  a  number  of  steps  to  coun- 
teract these  misperceptions,  including  steps  designed  to  ensure 
that  customers  receive  disclosure  that  the  securities  in  which  they 
invest  are  not  insured  bank  deposits.  I  further  understand  that 
Chairman  Levitt  and  Comptroller  Ludwig  have  met  several  times 
to  discuss  coordinating  the  Commission's  and  the  Comptroller's  reg- 
ulatory, inspection,  and  enforcement  efforts  with  respect  to  the  sale 
of  securities  to  bank  customers,  and  that  during  the  past  few 
months  the  staffs  of  the  Commission  and  the  banking  regulators 
have  met  to  discuss  coordination  issues  relating  to  bank  securities 
sales.  I  also  understand  the  NASD  recently  provided  training  and 
other  assistance  to  the  Federal  Reserve  Board  regarding  their  ex- 
amination program,  and  banking  regulatory  staff  have  been  invited 
to  participate  in  the  Commission's  comprehensive  training  program 
for  broker-dealer  examiners. 

In  addition,  I  believe  strongly  that  investor  protection  should  be 
the  same  regardless  of  whether  a  security  is  sold  through  a  bank 
or  broker  dealer  or  otherwise. 

Generally,  I  believe  coordinated  regulatory  efforts  are  not  perfect 
substitutes  for  rationalized  and  efficient  regulatory  structures.  The 
disparate  regulatory  structure  for  bank  securities  activities  as  op- 
posed to  nonbank  securities  activities  likely  either  causes  duplica- 
tion of  scarce  regulatory  resources  between  agencies,  or  results  in 
a  lack  of  regulation  or  uneven  regulation.  For  example,  as  I  under- 
stand it,  under  the  current  system,  broker-dealers  on  bank  prem- 
ises are  being  examined  by  both  the  SEC  and  the  banking  regu- 
lators. Further,  as  the  difference  between  the  current  level  of  co- 
ordination and  past  levels  of  coordination  show,  the  success  of  coop- 
erative efforts  may  well  depend  on  the  personalities  and  goodwill 
of  the  principals  involved.  Ultimately,  I  currently  believe  that  fur- 
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ther  rationalization  of  the  regulatory  structure  will  be  necessary  to 
achieve  consistent  regulatory  goals. 

Q^^.  Listing  Foreign  Stocks — More  than  500  foreign  stocks 
from  over  30  different  countries  now  trade  on  U.S.  stock  exchanges. 
The  SEC  recently  adopted  rules  changes  designed  to  make  it  easier 
for  foreign  firms  to  list  their  stocks  in  the  United  States.  This  in- 
cluded allowing  foreign  companies  to  use  international  accounting 
standards  that  differ  from  U.S.  accounting  rules.  Did  the  SEC 
strike  a  proper  balance  between  encouraging  listings  of  foreign 
stocks,  while  ensuring  that  U.S.  investors  receive  appropriate  infor- 
mation and  protections? 

A.2^.  The  Commission's  recently  adopted  international  initiative 
to  lower  the  costs  of  cross  border  offerings  and  listings  maintains, 
I  believe,  the  goal  of  providing  investors  with  adequate  information 
upon  which  to  make  an  informed  investment  decision.  As  I  under- 
stand it,  the  Commission's  initiative  focuses  on  providing  foreign  is- 
suers the  same  level  of  efficiency  in  the  registration  process  as 
available  to  domestic  issuers  through  short  form  and  shelf  registra- 
tion. In  addition,  recognizing  the  costs  of  transitioning  into  a  new 
reporting  and  accounting  system,  particularly  with  respect  to  his- 
torical information,  the  initiative  permits  first  time  foreign  en- 
trants to  provide  reconciliation  for  the  two  most  recent  fiscal  years 
and  requisite  interim  periods;  this  transition  provision  does  not 
change  the  number  of  years  covered  by  the  primary  financial  state- 
ments or  selected  financial  data.  Likewise,  the  increased  signifi- 
cance thresholds  for  providing  separate  financial  statements  for  eq- 
uity investees  and  business  acquisitions  does  not  affect  the  require- 
ment to  present  the  separate  financial  statements,  but  rather  the 
level  of  significance  requiring  reconciliation. 

The  Commission's  action  to  allow  foreign  companies  to  prepare 
their  Cash  Flow  Statements  in  accordance  with  International  Ac- 
counting Standard  No.  7,  without  reconciliation  or 
supplementation,  is,  as  I  understand  it,  the  culmination  of  a  delib- 
erate and  considered  process,  during  which  the  staff  of  the  Com- 
mission commented  on  the  improvements  to  LAS  7  as  they  were 
being  developed.  As  I  also  understand  it,  the  Commission's  recent 
proposals  to  make  use  of  IAS  21  and  IAS  22  reflect  the  same  delib- 
erate, considered  analysis  of  the  quality  of  the  information  that 
would  result  from  application  of  the  standards.  Both  IAS  21  and 
IAS  22  were  recently  amended  as  part  of  the  lASC's  E32  Improve- 
ment Project — a  project  in  which  the  SEC  had  substantial  input 
through  the  work  of  the  IOSCO  Working  Group  on  Disclosure  and 
its  Subcommittee  on  Accounting  and  Auditing.  I  believe  the  delib- 
erateness  with  which  the  Commission  has  undertaken  its  consider- 
ation of  using  lASC  standards  is  reflected  in  the  careful  and  selec- 
tive fashion  it  proposes  to  use  IAS  22. 

Q.2.b.  How  do  we  prevent  a  weakening  of  securities  regulation  by 
competition  in  laxity  between  exchanges  around  the  world? 

A.2.b.  I  strongly  believe  the  tremendous  success  of  the  U.S.  capital 
markets  demonstrates  that  standards  that  are  both  high  and  cost- 
effective  attract,  not  repel,  participation  of  investors  and  issuers 
the  world  over.  The  best  way  to  prevent  a  race  to  the  bottom  in 
securities  regulation  is  to  maintain  the  preeminence  of  the  U.S. 
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capital  markets  as  the  most  open,  efficient,  liquid,  fair,  and  honest 
securities  market  in  the  world. 

The  U.S.  market  has  more  than  51  million  individual  investors 
participating  in  its  securities  market — multiples  of  the  next  largest 
market.  I  believe  the  Commission  must,  on  a  multilateral  and  bi- 
lateral basis,  work  with  regulatory  authorities  in  other  jurisdictions 
to  develop  internationally  recognized  principles  and  standards  that 
will  promote  the  highest  standards  of  market  transparency,  integ- 
rity, openness,  efficiency,  and  stability.  I  understand  the  Commis- 
sion has  undertaken  those  efforts  through  the  extensive  bilateral 
MOU's  and  technical  assistance  agreements,  regional  cooperation 
through  organizations  like  the  Council  of  Securities  Regulators  of 
the  Americas  (COSRA)  and  global  coordination  through  the  Inter- 
national Organization  of  Securities  Commissions  (IOSCO). 

Q.3.  Corporate  Governance — Mr.  Wallman,  vou  have  written  ex- 
tensively on  corporate  governance  issues  ana  the  proper  respon- 
sibilities of  corporate  boards.  Many  people  believe  that  directors  do 
a  better  job  of  carrying  out  their  responsibilities  when  shareholders 
are  able  to  communicate  their  views.  Should  the  SEC  be  seeking 
ways  to  allow  more  dialogue  between  corporate  owners  and  man- 
agers, rather  than  relying  on  shareholders  to  sell  their  shares  if 
they  are  disappointed  with  management? 

A.3.  I  strongly  agree  with  those  who  state  that  there  should  be 
more  dialogue  between  shareholders  and  managers.  The  Commis- 
sion's recent  actions  in  reviewing  and  amending  its  proxy  rules 
have  enhanced  the  opportunity  lor  shareholders  to  communicate 
among  themselves  and  with  managers.  The  Commission,  among 
other  things,  generally  exempted  from  proxy  statement  disclosure 
requirements  those  shareholders  not  seeking  proxy  authority  and 
permitted  shareholders  to  announce  their  views  on  a  matter  subject 
to  solicitation  of  proxies.  My  understanding  is  that  these  rule 
changes  are  working  as  intended,  with  the  level  of  shareholder 
communication  on  matters  of  corporate  performance  and  manage- 
ment having  substantially  increased,  and  with  managers  increas- 
ingly willing  to  meet  with  shareholders  to  discuss  concerns  and 
suggestions.  As  a  Commissioner,  I  would  continue  to  monitor  this 
area  to  see  if  adjustments  are  necessary.  I  believe  the  Commission 
should,  and  as  a  Commissioner  I  would,  continue  to  review  the 
Commission's  system  of  proxy  regulation  to  see  if  further  action 
should  be  taken  to  enhance  shareholder  communications  between 
shareholders  and  managers  and,  more  importantly,  to  facilitate  a 
dialogue. 

Q.4^.  Corporate  Directors*  Responsibilities — In  a  1991  Stetson 
Law  Review  article,  'The  Proper  Interpretation  of  Corporate  Con- 
stituency Statutes  and  Formulation  of  Director  Duties,"  you  wrote 
that  corporate  constituency  statutes:  "have  arrested  the  recent  mis- 
guided tendency  of  the  corporate  law  to  venture  away  from  a  cor- 
poration-focused concept  toward  the  erroneous  notion  that  the  di- 
rectors' duty  is  to  act  exclusively  in  the  interests  of  the  sharehold- 
ers, with  that  interest  increasingly  defined  by  reference  to  short- 
term  stock  prices."  Would  investors  be  less  likely  to  invest  in  cor- 
porations if  directors  were  not  required  to  act  exclusively  in  their 
interests? 
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A.4^.  The  passage  of  corporate  constituency  statutes  does  not 
deter  investment.  Approximately  30  States  now  have  some  form  of 
corporate  constituency  statute.  Corporate  constituency  statutes,  as 
my  article  states,  guide  corporate  law  back  to  a  corporation-focused 
concept,  and  away  from  a  view  that  the  only  duty  of  corporate  di- 
rectors is  to  maximize  the  current  share  price.  As  noted  in  my  arti- 
cle, recent  case  law  in  Delaware  takes  a  similar  tack.  The  longer- 
term  interests  of  shareholders  will  be  advanced,  in  my  view,  if  di- 
rectors and  management  focus  on  the  best  interests  of  the  corpora- 
tion as  a  whole.  While  some  shareholders  may  be  disappointed,  in 
the  short-term,  in  some  corporate  decision  made  using  such  an 
analysis,  in  the  long-term  what  is  in  the  best  interests  of  the  entity 
as  a  whole  is  in  the  best  interests  of  the  shareholders.  As  I  stated 
in  the  article:  "[B]y  requiring  directors  to  act  in  the  best  interests 
of  the  corporation,  [the  corporate  constituency  concept]  assures 
shareholders  that  their  money  will  be  invested  with  the  goal  of  en- 
hancing long-term  corporate  wealth  and  the  corporation's  ability  to 
maximize  corporate  profits." 

The  article  further  states  that:  "[ujnder  the  corporation -focused 
model,  if  the  best  interests  of  the  corporation  are  not  advanced  by 
[a]  takeover,  the  board,  as  a  matter  of  fiduciary  duty,  need  not  ac- 
cept the  bid,  regardless  of  the  premium  offered  shareholders." 

Q.4.b.  Does  this  increase  the  ability  of  corporate  managers  to  pro- 
tect their  own  interests  at  the  expense  of  shareholders? 

A.4.b.  No.  Only  if  the  corporation's  best  interest  is  not  advanced 
would  directors  be  permitted  to  reject  the  bid;  in  no  manner  does 
such  a  rule  authorize  conflicts  of  interest.  Directors  remain  unable 
to  prefer  their  personal  interests  over  those  of  the  entity,  and 
would  be  liable  for  breach  of  fiduciary  duty  if  they  did. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  D'AMATO 
FROM  STEVEN  M.H.  WALLMAN 

Q.l^.  Over  the  last  few  years  there  has  been  tremendous  growth 
in  the  over  the  counter  market  for  derivatives.  Some  Members  of 
Congress  have  expressed  concern  over  the  adequacy  of  regulation 
and  the  potential  systemic  risk  associated  with  these  new  financial 
products.  Do  you  think  that  the  regulation  of  derivatives  is  ade- 
quate? Can  it  be  improved?  If  so,  how? 

A,!^.  Federal  securities,  commodities,  and  banking  regulators 
monitor  the  derivatives  activities  of  certain  dealers  and  end-users, 
such  as  banks,  investment  companies,  futures  commission  mer- 
chants, and  broker-dealers.^  The  Commission's  net  capital  rule,  for 
example,  addresses  credit  and  market  risks  assumed  by  broker- 
dealers  in  connection  with  their  derivatives  or  other  securities  ac- 
tivities through  the  application  of  required  net  capital  charges.  I 
understand  Commission  staff,  however,  have  been  informed  by  cer- 
tain broker-dealers  that  the  capital  requirements  necessary  to  con- 
duct OTC  derivatives  activities  in  registered  broker-dealers  is  one 
factor  among  others,  including  business,  economic,  and  legal  con- 


^Some  entities  that  engage  in  derivatives  activities,  such  as  State  banks  and  insurance  com- 
panies, niay  be  regulated  by  the  States.  Other  dealers  and  end-users  of  derivatives,  such  as  cor- 
porations, pension  plans,  and  the  unregistered  subsidiaries  and  affiliates  of  broker-dealers,  may 
be  reqirired  under  certain  circumstances  to  report  investment  holdings  to  Federal  or  State  regu- 
lators. 
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siderations,  that  has  encouraged  derivatives  activities  to  be  con- 
ducted in  unregistered  affiliates. 

In  addition  to  direct  regulation  of  registered  broker-dealers,  I  un- 
derstand the  Commission,  through  its  risk  assessment  program, 
monitors  any  material  risks  to  broker-dealers  posed  by  the  activi- 
ties of  their  unregistered  affiliates.  Pursuant  to  the  Market  Reform 
Act  of  1990,  the  Commission  adopted  risk  assessment  record- 
keeping and  reporting  rules  that  provide  the  Commission  with  an 
overview  of  the  financial  and  securities  activities  of  broker-dealer 
affiliates.  In  this  manner,  I  understand  the  Commission  is  able  to 
monitor,  to  some  degree,  the  otherwise  unregulated  activities  of 
certain  unregistered  derivatives  dealers. 

I  believe  the  existing  securities  regulatory  structure  goes  far  to- 
ward protecting  investors  and  maintaining  market  stability,  while 
remaining  flexible  to  innovation.  There  are  areas,  however,  in 
which  I  believe  future  change  may  be  required  to  address  deriva- 
tives activities,  particularly  those  involving  over-the-counter 
("OTC")  derivative  products.  Both  to  facilitate  and  enhance  the  con- 
tinuing development  of  a  market  that  clearly  serves  a  useful  and 
desirable  purpose,  and  to  protect  investors  and  the  markets  gen- 
erally. 

For  example,  various  legal  uncertaiinties  surrounding  the  priority 
of  certain  instruments  in  bankruptcy  could  be  clarified,  as  could 
the  enforceability  of  various  types  of  netting  arrangements,  thereby 
removing  some  associated  risk.  Better  financial  reporting  and  in- 
creased transparency  would  permit  participants  to  evaluate  better 
credit  risk,  and  obtain  further  information  to  understand  better 
market  and  liquidity  risk.  A  continuation  of  cooperative  efforts 
with  other  regulators  overseas  as  well  as  domestically  in  coordinat- 
ing an  effective  regulatory  approach  to  OTC  derivatives  would  also 
permit  reduction  in  some  of  the  uncertainties  experienced  by  par- 
ticipants in  the  derivatives  markets  stemming  from  disparate  regu- 
latory and  legal  provisions  and  interpretations,  and  facilitate  the 
increasingly  necessary  global  review  and  monitoring,  and  any  ap- 
propriate regulation,  of  these  activities. 

Cfhanges  in  the  net  capital  treatment  of  OTC  derivative  products 
that  develop  from  the  Commission's  review  of  its  capital  standards 
may  also  encourage  OTC  derivatives  activities  now  conducted  in 
unregistered  affiliates  of  broker-dealers  to  be  brought  within  reg- 
istered broker-dealers  under  Commission  jurisdiction.  Additionally, 
the  establishment  of  one  or  more  clearinghouses  that  specialize  in 
the  processing  of  trades  in  swaps  may  improve  the  current  regu- 
latory framework  for  certain  instruments  and  certain  participants 
in  the  swaps  market  by  helping  to  ensure  the  legal  certainty  of 
swaps  transactions  and  oy  improving  settlement  efficiency  through 
payment  netting.  A  swaps  clearinghouse  also  would  provide  a  focal 
point  for  coordination  of  industry  practices  and  communication 
with  interested  regulators.  While  there  are  regulatory  issues  in- 
volved in  the  establishment  of  a  swaps  clearinghouse,  I  believe  that 
regulators  may  usefully  evaluate  the  development  of  such  facilities. 

Clearly,  however,  I  believe  the  derivatives  market  is  a  fast  grow- 
ing and  economically  useful  segment  of  the  financial  services  mar- 
ketplace, and  that  additional  information  and  monitoring  is  nec- 
essary in  order  to  formulate  any  appropriate  regulatory  provisions 
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that  will  benefit  the  reliability  and  integrity  of  the  derivatives  mar- 
ket, with  the  goal  of  enhancing  innovation  while  reducing  various 
risks  to  all  participants  and  the  markets  more  broadly. 

Q.l.b.  What  are  the  risks  associated  with  derivatives?  How  can 
they  best  be  managed? 

A.l.b.  I  understand  there  are  numerous  risks  associated  with  the 
trading  of  derivative  products,  including  market,  credit,  liquidity 
and  systemic  risks,  the  risk  from  leverage,  as  well  as  legal  and 
operational  risks. 

Market  risk  is  the  risk  of  loss  due  to  adverse  price  fluctuations 
and  is  present  in  all  financial  instruments.  With  respect  to  deriva- 
tives, market  risk  generally  results  from  a  change  in  the  price  of 
the  security,  index  or  yield  of  the  instrument  underlying  the  deriv- 
ative. 

In  addition  to  market  risk,  OTC  derivatives  add  another  risk 
that  is  not  present  in  standardized,  exchange-traded  products  (but 
is  present  in  many  other  securities  or  products).  Unlike  listed  in- 
struments that  are  cleared  through  a  centralized  clearing  organiza- 
tion, OTC  derivatives  expose  dealers  and  end-users  to  credit  risk, 
that  is  the  risk  that  a  counterparty  will  default. 

Another  concern  is  the  issue  of  leverage.  Highly  leveraged  mar- 
ket participants  can  contribute  to  downward  pressure  on  prices 
when  they  exit  the  market  quickly  as  market  prices  begin  to  fall. 
Similarly,  attempts  to  liquidate  or  utilize  a  hedged  or  other  posi- 
tion may  not  be  successful  due  to  lack  of  liquidity  in  the  market- 
place. There  is  also  a  concern  that  increased  activity  in  a  derivative 
product,  if  there  is  a  reduction  in  the  liquidity  and  trading  depth 
of  the  underlying  product,  may  result  in  enhanced  volatility  and 
consequent  mispricings  of  both  products. 

Finally,  a  major  concern  regarding  the  proliferation  of  deriva- 
tives trading  is  systemic  risk.  Systemic  risk  generally  refers  to  the 
risk  that  a  failure  or  significant  disruption  in  the  operation  of  a 
participant  or  group  of  participants  may  cause  widespread  difficul- 
ties throughout  the  financial  markets.  I  understand  that  while  de- 
rivatives, when  used  appropriately,  can  reduce  risks,  they  also  can 
generate  large  exposures  for  dealers  and  end-users  and  also  may 
make  it  more  difficult  to  contain  and  control  a  financial  crisis. 

I  understand  that  an  appropriate  regulatory  response  to  certain 
of  these  risks  is  the  application  of  prudent  capital  standards.  Ade- 
quate capital  standards  diminish  leverage,  limit  counterparty  expo- 
sure, and  provide  a  cushion  to  protect  dealers  against  market 
downturns. 

Because  much  of  the  derivatives  products  market  is  relatively 
young,  many  legal  uncertainties  exist  regarding  the  enforceability 
of  derivatives  contracts.  Legal  risk  is  the  risk  of  loss  because  a  con- 
tract cannot  be  enforced.  One  example  of  legal  risk  is  the  concern 
over  the  enforceability  of  netting  provisions,  whereby  exposures 
from  multiple  derivatives  contracts  with  one  counterparty  are  net- 
ted. In  the  event  of  bankruptcy  of  the  counterparty,  there  is  a  risk 
that  the  counterparty's  receiver  would  seek  to  repudiate  contracts 
under  which  the  counterparty  was  obligated  to  pay  money,  while 
demanding  payment  on  those  contracts  under  which  the  counter- 
party was  due  money.  There  is  clearly  a  need  to  eliminate  uncer- 
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tainty  over  the  enforceability  of  netting  arrangements  and  (as  also 
noted  in  the  answer  to  l.a.  above),  I  support  efforts  to  cooperate 
with  other  regulators  and  with  industry  to  reduce  uncertainties. 

With  respect  to  operational  risk — the  risk  of  loss  that  occurs  as 
a  result  of  inadequate  internal  systems  and  controls,  human  error, 
management  failure  or  fraud — I  believe  strongly  that  the  complex- 
ity of  derivatives,  which  frequently  are  developed  and  priced  only 
through  the  use  of  sophisticated  mathematical  models,  requires 
special  emphasis  on  maintaining  adequate  human  and  systems 
controls  to  validate  and  monitor  transactions  and  positions.  I  be- 
lieve enhanced  financial  disclosure  and  reporting  will  also  be  help- 
ful in  this  context,  as  well  as  in  the  context  of  reducing  some  of 
the  risks  discussed  above. 

Q,2.  This  week  the  Senate  passed  a  resolution  expressing  its  con- 
cern over  the  impact  of  the  Financial  Accounting  Standards  Board's 
proposed  accounting  treatment  for  employee  stock  options.  What 
are  your  views  of  the  FASB  proposal?  Should  the  SEC  try  to  influ- 
ence the  outcome  of  the  FASB  rulemaking?  If  so,  how? 

A.2.  This  is  a  complex  and  controversial  issue  that  involves  not 
only  the  determination  of  the  most  appropriate  accounting,  but  also 
whether  or  how  accounting  standards  setters  should  consider  the 
economic,  social,  or  political  consequences  of  proposed  accounting 
standards  in  determining  whether  to  adopt  those  standards. 

Since  its  creation  in  1973,  the  FASB  has  fulfilled,  I  believe,  its 
role  as  the  primary  private  sector  accounting  standards  setter  in  a 
credible  and  effective  manner.  The  investing  public  has  been  served 
well  by  the  Commission's  policy  to  look  to  the  FASB  for  leadership 
in  the  development  and  improvement  of  accounting  standards. 

The  current  FASB  proposal  has  raised  a  number  of  concerns. 
One  is  the  impact  that  any  proposal  to  charge  to  expense  the  value 
of  fixed,  employee  stock  options  is  expected  to  have  on  the  reported 
earnings  of  certain  companies.  The  FASB  contends,  and  I  agree, 
that  it  is  not  qualified  to  address  whether  that  impact  outweighs 
the  benefit  that  may  be  derived  from  making  financial  statements 
including  such  a  charge  available  to  investors.  Other  policymakers, 
including  the  Commission,  are  capable  of  addressing  that  issue. 

The  FASB  proposal  has  also  raised  concerns  as  to  whether  a 
methodology  exists  to  value  employee  stock  options  in  a  manner 
that  will  produce  meaningful  financial  reporting.  The  resolution  of 
that  issue  lies  within  the  FASB's  mandate.  It  is  necessary  to  re- 
solve satisfactorily  that  issue,  in  order  for  any  final  standard  to 
achieve  general  acceptance.  During  the  recently  completed  public 
hearings,  roundtable  discussions,  and  field  test  of  the  proposed  ac- 
counting standard,  a  number  of  issues  related  to  the  measurement 
question  were  raised.  I  understand  the  FASB  has  stated  its  inten- 
tion to  consider  all  of  those  issues  prior  to  issuing  a  final  standard. 

I  also  understand  there  are  concerns  as  to  whether  there  are 
other  approaches  the  FASB  could  take  that  would  provide  the  same 
information  the  FASB  seeks  to  make  available  to  investors,  but 
without  raising  some  of  the  concerns  voiced  by  opponents  of  the 
current  proposal. 

Although  the  Commission  looks  to  the  FASB  for  leadership  in  de- 
veloping and  improving  accounting  standards,  the  Commission  can- 
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not  abdicate  its  responsibilities  under  the  Federal  securities  laws 
for  those  standards.  I  understand  the  Commission  has  in  the  past 
closely  overseen  the  FASB's  activities  with  respect  to  each  of  the 
FASB's  projects,  and  I  would  expect  the  Commission  would  do  so 
here.  I  understand  that  accounting  for  stock-based  compensation 
was  discussed  at  length  at  a  November  17,  1993  joint,  open  meet- 
ing of  the  Commission  and  the  FASB.  At  that  meeting,  members 
of  the  Commission  expressed  concerns  about  the  project  but,  I  un- 
derstand, also  generally  continued  to  express  support  for  the 
FASB's  process.  I  understand  the  Commission  continues  to  monitor 
the  FASB's  progress  on  this  proiect.  I  believe  oversight  and  contin- 
ued input  is  the  appropriate  role  for  the  Commission  at  this  time. 
I  am  very  hopeful  tnat  the  FASB  process  will  result  in  a  standard 
that  recognizes  and  addresses  the  concerns  of  those  opposed  to  the 
current  proposal,  while  also  recognizing  and  addressing  the  con- 
cerns of  those  in  favor  of  the  current  proposal. 

In  the  event  the  FASB  issues  a  final  standard  that  is  consistent 
with  the  current  proposal  and  that  fails  adequately  to  address  the 
concerns  of  those  opposed  to  that  proposal,  the  Commission  un- 
doubtedly will  be  asked  to  consider  overruling  the  FASB.  It  would 
be  appropriate  for  the  Commission  to  consider  at  that  time  whether 
the  final  standard  results  in  financial  reporting  that  is  consistent 
with  the  Commission's  statutory  mandate. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  RIEGLE 

FROM  PHILIP  N.  DIEHL 

Q.l.  Priorities — If  confirmed  as  Director  of  the  Mint,  what  would 
be  your  top  priorities? 

A.1,  If  I  am  confirmed  as  Director  of  the  United  States  Mint,  I  in- 
tend to  pursue  three  priorities  during  my  term.  My  first  priority 
will  be  the  implementation  of  an  aggressive  schedule  of  financial 
management  improvements  that  will  lay  the  foundation  for  the 
Mint  to  receive  a  clean,  i.e.,  unqualified,  opinion  on  its  Audited  Fi- 
nancial Statements  within  the  next  two  years.  The  Mint  has  not 
received  a  clean  opinion  on  the  audits  conducted  to  date  by  inde- 
pendent public  accountants,  as  required  by  the  Chief  Financial  Of- 
ficers Act. 

Second,  I  hope  to  work  with  the  Banking  Committee  in  finding 
a  means  of  controlling  the  continuing  proliieration  in  commemora- 
tive coin  programs.  The  rapidly  increasing  number  of  coin  pro- 
grams is  testing  the  limits  of  both  collectors'  willingness  to  buy  and 
the  Mint's  ability  to  produce  and  market  these  programs  in  a  busi- 
ness-like manner.  The  Citizens  Commemorative  Coin  Advisory 
Committee,  established  by  Congress  in  1992,  will  be  producing  a 
report  to  Congress  by  the  end  of  this  year  recommending  a  5-year 
plan  of  commemorations  and  suggesting  additional  actions  which 
might  be  considered  to  address  this  matter. 

'Third,  there  are  opportunities  on  several  fronts  for  the  Mint  to 
increase  its  productivity  and  profitability,  thereby  making  a  larger 
contribution  to  financing  the  Federal  debt  and  increasing  employ- 
ment among  the  Mint's  private  sector  suppliers.  One  opportunity  is 
through  the  acquisition  of  more  modem  communications  and  man- 
ufacturing technology  and  the  adoption  of  modern  personnel  man- 
agement practices.  Also,  I  believe  there  are  opportunities,  over  the 
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mid-term,  to  expand  coin  collecting  into  geographic  and  demo- 
graphic markets  that  in  the  past  have  not  been  active  in  numis- 
matics. We  must  develop  marketing  strategies  to  expand  the  ap- 
peal of  coin  collecting  into  younger  and  more  ethnically  diverse 
markets  in  order  to  respond  to  the  rising  demands  in  Congress  for 
these  commemorative  programs.  And  finally,  the  Mint  must  secure 
the  loyalty  of  its  long-time  customer  base,  as  well  as  its  new  cus- 
tomers, by  rapidly  improving  customer  service,  enhancing  the  artis- 
tic appeal  of  our  products,  and  expanding  the  range  of  commemora- 
tive themes  beyond  the  athletic,  military,  and  veteran  themes  that 
have  dominated  coin  programs  over  the  past  decade. 

Q.2.  New  Policies  at  the  Mint — A  recent  survey  done  by  Mint  of- 
ficials showed  that  delays  of  8  weeks  or  more  were  common  in  mail 
order  operations.  According  to  an  article  dated  March  11,  1994  in 
the  Washington  Post,  you  have  made  some  changes  in  the  manage- 
ment of  commemorative  sales.  The  Mint  has  reduced  the  shipping 
time  on  mail  orders  of  commemoratives  to  6  weeks  and  is  now  al- 
lowing customers  to  cancel  orders  anytime  before  shipment.  You 
commented  that  this  was  just  the  first  step  to  dramatically  improve 
service  to  customers.  What  are  some  of  the  other  changes  you  have 
planned?  Are  there  any  legislative  proposals  that  you  could  suggest 
which  would  assist  you  in  your  efforts  to  streamline  the  Mint's  op- 
erations? 

A.2.  On  February  7,  1994  the  United  States  Mint  announced  a  new 
commitment  to  delivering  customer  orders  on  a  more  business-like 
basis.  A  recent  survey  of  Mint  order  fulfillment  response  time  dem- 
onstrated that  for  recent  programs  our  average  was  almost  8 
weeks.  This  meant  that  about  half  of  all  orders  required  more  than 
8  weeks,  and  often  as  much  as  3  to  4  months,  to  process.  Our  new 
standard  is  to  deliver  99.9  percent  of  all  orders  within  6  weeks. 
Late  last  year  we  launched  a  major  program  consisting  of  some  28 
separate  tasks  to  meet  this  tougher  standard  in  1994.  The  first 
commemorative  program  subject  to  these  new  standards  is  the 
World  Cup  1994  program.  As  of  May  9,  1994,  we  have  delivered  69 
percent  of  all  World  Cup  orders  within  6  weeks,  a  significant  im- 
provement fi-om  the  15  percent  record  established  in  our  final  1993 
program,  but  still  below  our  99.9  percent  standard.  Our  first  two 
numismatic  programs  of  the  year,  the  1994  Proof  and  Uncirculated 
programs,  have  met  the  99.9  percent  standard.  As  other  programs 
are  introduced  we  will  continue  to  work  toward  meeting  the  6-week 
standard. 

As  for  other  changes  we  have  planned,  we  are  implementing  a 
series  of  improvements  in  telecommunications  technology  and  cus- 
tomer inquiry  systems  at  the  Mint's  customer  service  center  to  pro- 
vide customers  with  ordering  and  account  services  equal  to  the  best 
found  in  the  private  sector.  As  a  part  of  this  initiative,  we  are  con- 
sidering the  installation  of  toll-free  1-800  service  for  customer  in- 
quiries to  augment  the  1-800  service  already  available  for  ordering 
Mint  products. 

The  Mint  is  also  aggressively  seeking  ways  to  improve  both  the 
artistic  and  technical  quality  of  its  coin  products.  On  the  artistic 
front,  senior  management  is  giving  greater  emphasis  to  artistic 
concerns  and  forging  a  closer  working  relationship  on  issues  of  ar- 
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tistry  with  the  Fine  Arts  Commission  and  the  Citizens  Commemo- 
rative Coin  Advisory  Committee,  both  of  which  advise  the  Mint  on 
coin  designs.  As  for  technical  quaHty,  the  Mint  has  implemented  a 
system  of  continual  improvement  to  its  coin  products  and  packag- 
ing. 

We  are  also  continuing,  and  extending,  an  initiative  begun  in 
1993  to  offer  a  broader,  and  more  interesting,  range  of  product  and 
packaging  options  designed  to  appeal  to  a  wider  range  of  numis- 
matic customers.  The  World  Cup  1994  program  offers  the  widest 
variety  of  product  options  the  Mint  has  ever  offered  and  additional 
innovations  will  be  offered  in  other  1994  programs. 

The  most  significant  legislative  initiative  that  could  be  taken  to 
streamlining  Mint  numismatic  operations  would  be  establishing  an 
effective  limit  on  the  number  of  commemorative  programs  each 
year  and  the  mintage  levels  authorized  for  those  programs.  There 
are  significant  and  unnecessary  inefficiencies  created  by  the  pro- 
liferation of  multiple,  overlapping  coin  programs  which  are  often 
authorized  at  the  last  minute  and  then  rushed  into  production.  As 
demonstrated  by  an  overall,  steep  decline  in  Mint  commemorative 
sales  over  the  last  7  years,  there  is  growing  collector  resistance  to 
a  glutted  coin  market,  where  Mint  products  seldom  hold  their  ini- 
tial values.  There  is  also  increasing  dissatisfaction  with  a  perceived 
lack  of  collector  impact  on  Mint  commemorative  themes.  Before  the 
end  of  1994,  the  Citizens  Commemorative  Coin  Advisory  Commit- 
tee will  make  recommendations  related  to  these  concerns. 

As  for  circulating  coin  production,  in  the  future  I  intend  to 
present  to  the  Committee  a  proposal  to  extend  the  Public  Enter- 
prise Fund  to  cover  all  Mint  operations.  This  proposal  is  designed 
to  produce  significant  efficiencies  by  streamlining  financial,  pro- 
curement, and  production  systems  for  the  circulating  half  of  our 
business  and  allow  for  the  consolidation  of  the  Mint's  balkanized 
fund  structure  into  a  single,  simplified  revolving  fund.  Action  on 
this  front  has  been  recommended  by  the  Mint's  external  auditor, 
and  I  believe  it  is  essential  to  meeting  the  requirements  of  the 
Chief  Financial  Officers  Act  and  obtaining  an  unqualified  audit 
opinion  for  the  Mint's  financial  system, 

Q.3.  The  Citizens  Commemorative  Coin  Advisory  Committee — 

The  Citizens  Commemorative  Coin  Advisory  Committee  is  respon- 
sible for  recommending  to  the  Director  of  the  Mint,  on  an  annual 
basis,  themes  for  a  5-year  period,  mintage  levels  and  reasons  for 
their  recommendations.  As  chairman  of  the  committee,  how  do  you 
perceive  the  status  of  the  committee? 

At  the  February  22,  1994  meeting  of  the  Advisory  Committee,  I 
understand  that  the  committee  members  decided  not  to  recommend 
any  additional  coin  programs  for  1994  because  there  are  too  many 
approved  programs  for  1994  already.  Do  you  believe  there  should 
be  an  absolute  limit  on  the  number  of  commemorative  coins  that 
Congress  authorizes  each  calendar  year? 

A.3.  The  Citizens  Commemorative  Coin  Advisory  Committee  was 
created  by  Congress  in  1992  to  advise  the  Congress  and  the  Sec- 
retary of  Treasury  on  the  commemorative  themes  and  associated 
mintage  levels  that  should  be  considered  for  each  of  the  next  5 
years.  Furthermore,  in  a  Sense  of  the  Congress  resolution  passed 
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late  last  year,  Congress  expressed  its  intent  not  to  enact  more  than 
three  coin  programs  for  any  year. 

As  enacted  by  Congress,  tne  Committee's  role  is  purely  advisory 
and,  in  the  end,  it  must  depend  upon  the  Congress  to  enforce  any 
limitations  on  commemorative  coin  programs.  The  Committee  is 
currently  taking  public  testimony  from  advocates  of  proposed  coin 
programs,  seeking  input  from  coin  collectors  on  commemorative 
themes  they  favor,  and  developing  objective  criteria  by  which  it  will 
select  programs  for  inclusion  in  its  5  year  plan,  which  will  be  is- 
sued by  the  end  of  this  year.  To  date,  the  Committee  has  not  issued 
opinions  on  the  merits  of  any  proposed  programs,  but  in  its  Feb- 
ruary meeting,  the  Committee  recommended  that  no  additional 
1994  coin  programs  be  authorized  by  Congress. 

I  believe  there  should  be  limits  placed  on  the  number  of  com- 
memorative coin  programs  authorized  each  year.  But  more  impor- 
tantly, it  is  also  necessary  to  limit  the  total  annual  mintage  of  all 
commemorative  programs  in  order  to  address  the  glut  of  coins  flow- 
ing into  numismatic  markets  each  year.  If  large  coin  programs  on 
the  scale  of  those  of  recent  vintage  continue  to  be  mandated,  limit- 
ing the  number  of  coin  programs  will  be  inadequate  to  preserving, 
and  eventually  expanding,  the  potential  of  this  market.  Under  cur- 
rent market  conditions,  the  Mint  can  generally  expect  to  sell  no 
more  than  three  to  four  million  coins  a  year,  even  if  many  millions 
more  are  authorized.  So  long  as  coin  programs  are  authorized  with- 
out limits  recognizing  the  realities  of  this  market,  coin  sales  are 
likely  to  continue  their  7-year  decline. 

Q.4.  The  Penny — Do  you  believe  that  the  penny  should  be  elimi- 
nated? If  so,  what  impact  could  the  elimination  of  the  penny  have 
on  cash  transactions  by  consumers?  What  effect  will  the  elimi- 
nation of  the  one  cent  have  on  sales  tax  transactions? 
A.4.  Despite  the  fact  that  the  penny  has  lost  some  80  percent  of 
its  value  to  inflation  over  the  past  30  years,  it  is  still  the  most 
widely-used  coin  manufactured  by  the  United  States  Mint  and  rep- 
resents between  70  and  80  percent  of  the  Mint's  total  annual  coin 
production.  In  1994  alone,  we  expect  to  produce  12.6  billion  pen- 
nies. The  penny  is  marginally  profitable  for  the  United  States  Gov- 
ernment; associated  costs  are  about  20  percent  less  than  the  face 
value  of  the  coin,  providing  a  very  small,  but  still  positive,  seignior- 
age margin  to  the  Federal  treasury. 

A  May  1990  GAO  study  entitled  "National  Coinage  Proposals. 
Limited  Public  Demand  for  New  Dollar  Coin  or  Elimination  of 
Penny"  studies  these  issues  and  noted:  'There  is  no  .  .  .  economic 
argument  for  eliminating  either  the  penny  or  the  half  dollar  coin. 
Both  are  profitable  to  the  Government  in  that  their  face  value  ex- 
ceeds their  production  and  distribution  costs.  Demand  for  the 
penny  remains  high.  While  retail  trade  associations  and  the  public 
recognize  some  nuisance  aspects  of  the  penny,  the  problems  inher- 
ent in  rounding  off  retail  transactions  to  the  nearest  5  cents  were 
troubling  to  many.  The  European  countries  that  have  eliminated 
their  lowest  denomination  coins  all  did  so  because  the  production 
costs  exceeded  their  face  value." 

"Overall,  general  public  participant  reaction  .  .  .  was  negative. 
Most  believed  that  businesses  would  increase  their  prices  and  ex- 
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pressed  concern  for  the  poor,  who  could  not  afford  losses  from 
rounding  ups.  Business  group  participants  were  concerned  that 
rounding  would  result  in  bookkeeping  problems,  tedious  verbal  ex- 
planations of  rounding  to  consumers,  short-term  costs  involved  in 
cash  register  adjustments  or  purchase  of  software  to  accommodate 
automatic  rounding,  and  rounding  losses  particularly  for  banks 
when  cashing  checks  that  round  up." 

State  sales  tax  authorities  questioned  by  GAO  thought  that  the 
rounding  rule  would  not  affect  or  impose  significant  problems  in 
the  collection  of  sales  taxes.  However,  they  did  express  concern 
that  merchants  might  try  to  set  prices  so  that  rounding  would  ben- 
efit them.  Further,  Virginia  State  sales  tax  officials  thought  that 
rounding  should  be  applied  to  all  forms  of  payment,  including 
checks  and  credit  cards.  "They  reasoned  that  people  who  do  not 
have  access  to  checking  accounts  or  credit  cards,  most  likely  poor 
people,  would  pay  the  rounded  amount,  whereas  people  who  do 
have  access  to  checks  or  credit  cards  would  pay  the  unrounded 
amount.  They  also  noted  that  converting  cash  registers  to  compute 
the  rounded  price  would  be  a  burden  on  merchants." 

Q.5.  The  Susan  B.  Anthony  dollar  coin  was  introduced  in  the  late 
1970's  and  faced  many  problems  which  proved  to  be  insurmount- 
able. I  understand  the  Mint  has  over  300  million  Susan  B.  Anthony 
dollars  held, in  Mint  and  Federal  Reserve  inventories.  What  has  the 
Mint  done  to  try  to  reduce  the  inventory? 

A.5.  As  of  Mav  6,  1994  there  were  approximately  345  million  Susan 
B.  Anthony  (SBA)  dollar  coins  in  combined  inventories  at  U.S.  Mint 
facilities,  the  Federal  Reserve  Banks,  and  the  25  Federal  Reserve 
Branches.  The  SBA  dollar  coin  is  being  used  in  transit  systems  in 
Baltimore,  New  York  City,  and  Philadelphia.  The  Detroit  Branch 
of  the  Federal  Reserve  Bank  of  Chicago  has  reported  increasing  de- 
mand for  use  in  vending  machines.  The  SBA  dollar  coins  are  also 
available  through  depository  institutions  at  face  value.  We  sell  the 
1979-  and  1980-dated  uncirculated  versions  to  Mint  customers  in 
sets  (by  year/production  facility)  and  bags  ($100  and  $2,000).  I  also 
understand  that  as  of  June  1993,  the  U.S.  Postal  Service  began  in- 
stalling stamp  vending  machines  at  post  offices  nationwide  that 
will  accept  a  $20  note  and  dispense  SBA  dollar  coins  as  change.  If 
legislation  for  a  new  one-dollar  coin  is  enacted,  the  coins  remaining 
in  inventory  should  be  melted,  with  the  metal  recycled  in  other 
coins.  The  seigniorage  previously  credited  from  the  SBA  dollar  coin 
would  need  to  be  adjusted  on  a  dollar-for-dollar  basis  against  the 
seigniorage  from  other  coin  denominations. 

Q.6.  Patronage  Jobs  at  Mint — According  to  a  December  10,  1993 
article  in  The  Washington  Post,  there  are  plans  to  eliminate  nine 
patronage  jobs  and  depend  on  career  civil  servants  to  run  the  agen- 
cy. Secretary  Bentsen  said  that  he  wants  the  superintendents  and 
assayers  at  all  Mints  as  well  as  the  chief  engraver  sculptor  in 
Philadelphia,  to  be  career  employees.  (All  the  positions  have  been 
patronage  jobs  since  1873.)  What  is  your  position  regarding  career 
civil  servants  running  the  agency?  What  qualifications  are  nec- 
essary for  these  positions? 

A.6.  I  support  Secretary  Bentsen's  November  1993  decision  to  ask 
the  Congress  to  eliminate  nine  Presidential  appointment  positions 
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at  the  United  States  Mint.  The  appointed  positions  are  the  four 
field  Mint  superintendent  positions  at  the  U.S.  Mints  in  Philadel- 
phia, Denver,  San  Francisco,  and  West  Point,  New  York;  the  four 
assayer  positions  in  each  of  these  Mint  facilities,  and  the  Chief  En- 
graver position  at  the  Philadelphia  Mint. 

This  action  is  designed  to  streamline  and  strengthen  the  man- 
agement of  the  Mint  by  eliminating  Presidential  appointments  that 
are  vestiges  of  the  19th  Century  era  of  political  patronage.  The 
Mints  at  Philadelphia,  Denver,  San  Francisco,  and  West  Point  are 
production  facilities  more  appropriately  managed  by  professional 
career  specialists  than  by  political  appointees.  A  high  level  of  man- 
agement and  manufacturing  experience  is  necessary  to  deal  with 
the  demands  of  producing  some  18  billion  circulating  coins  a  year, 
the  administration  of  numismatic  and  bullion  coin  programs,  and 
the  implementation  of  improvements  in  financial  management  sys- 
tems mandated  by  Congress. 

The  Secretary's  plan  calls  for  the  Mint  superintendent  positions 
to  be  converted  to  professional  career  positions  and  filled  on  a  com- 
petitive basis;  the  remaining  five  political  positions  would  be  abol- 
ished. All  of  these  positions  are  currently  vacant. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  D'AMATO 

FROM  PHILIP  N.  DIEHL 

Q.l.  Recently,  we  have  seen  a  proliferation  of  commemorative  coin 
programs.  News  articles  have  accused  Congress  of  'Tcilling  the  gold- 
en goose."  Do  you  agree  that  there  are  too  many  programs  and  do 
you  believe  each  existing  program  suffers  when  another  coin  bill  is 
passed? 

A.1.  I  believe  there  should  be  limits  placed  on  the  number  of  com- 
memorative coin  programs  authorized  each  year.  But  more  impor- 
tantly, it  is  also  necessary  to  limit  the  total  annual  mintage  of  all 
commemorative  progprams  in  order  to  address  the  glut  of  coins  flow- 
ing into  numismatic  markets  each  year.  If  large  coin  programs  on 
the  scale  of  those  of  recent  vintage  continue  to  be  mandated,  limit- 
ing the  number  of  coin  programs  will  be  inadequate  to  preserving, 
and  eventually  expanding,  the  potential  of  this  market.  Under  cur- 
rent market  conditions,  the  Mint  can  generally  expect  to  sell  no 
more  than  three  to  four  million  coins  a  year,  even  if  many  millions 
more  are  authorized.  So  long  as  programs  are  authorized  without 
limits  recognizing  the  realities  of  this  market,  coin  sales  are  likely 
to  continue  their  recent  7-year  decline. 

Q.2.  The  topic  of  the  minting  of  a  new  dollar  coin  has  been  end- 
lessly discussed.  A  total  of  857.2  million  Susan  B.  Anthony  Dollar 
Coins  were  minted  between  1979-81,  most  of  which  are  in  circula- 
tion. According  to  the  latest  available  figures,  the  Mint's  inventory 
of  the  Anthony  coins  is  nearly  295.7  million,  with  the  Federal  Re- 
serve holding  another  63.5  million  of  the  coins.  This  number  has 
significantly  decreased  over  the  past  6  months.  You  should  be  com- 
mended for  your  efforts  in  trying  to  get  the  rest  of  the  coins  out 
of  public  vaults  and  get  them  into  private  hands.  What  else  could 
be  done  to  get  more  of  these  coins  into  circulation?  Should  the  coins 
in  storage  at  the  Mint  and  Federal  Reserve  be  melted  down? 
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A.2.  I  understand  that  the  SBA  dollar  coin  is  now  being  used  in 
transit  systems  in  Baltimore,  New  York  City,  and  Philadelphia. 
The  Detroit  Branch  of  the  Federal  Reserve  Bank  of  Chicago  has  re- 
ported demand  for  use  in  vending  machines.  The  SBA  dollar  coins 
are  also  available  through  depository  institutions  at  face  value.  We 
sell  the  1979-  and  1980-dated  uncirculated  versions  to  Mint  cus- 
tomers in  sets  (by  year/production  facility)  and  bags  ($100  and 
$2,000).  We  have  seen  an  increase  in  demand  for  the  SBA  since 
June  of  1993  when  the  U.S.  Postal  Service  began  installing  stamp 
vending  machines  at  post  offices  nationwide  that  accept  a  $20  note 
and  dispense  SBA  dollar  coins  as  change.  I  am  skeptical  that  there 
is  much  more  that  the  Mint,  unilaterally,  can  do  to  increase  de- 
mand for  the  SBA. 

If  legislation  for  a  new  one-dollar  coin  is  enacted,  the  SBA  coins 
remaining  in  inventory  should  be  melted,  with  the  metal  being  re- 
cycled in  other  coins.  The  seigniorage  previously  credited  from  the 
SBA  dollar  coin  would  need  to  be  adjusted  on  a  dollar-for-dollar 
basis  against  the  seigniorage  from  other  coin  denominations. 

Q.3.  Many  studies  have  been  issued  concerning  the  amount  of 
money  the  Grovernment  could  save  by  issuing  a  new  dollar  coin. 
How  much  would  a  dollar  coin  save  the  United  States  Government 
if  the  dollar  bill  would  remain  in  circulation?  How  large  of  a  sav- 
ings would  there  be  if  the  dollar  coin  would  totally  replace  the  dol- 
lar bill? 

A,3.  The  Treasury  Department  is  currently  reviewing  these  studies 
and  the  claims  of  interested  parties.  However,  I  have  no  doubt  that 
retention  of  the  dollar  bill,  along  with  the  introduction  of  a  new 
dollar  coin,  would  cause  the  coin  to  fail.  Recent  efforts  to  introduce 
dollar  coins,  including  the  Eisenhower  dollar  in  1971  and  the 
Susan  B.  Anthony  in  1979,  failed  largely  due  to  the  retention  of  the 
dollar  bill.  The  public  has  consistently  resisted  converting  from 
bills  to  coins,  and  in  fact,  a  1990  Gallup  poll  found  that  only  15 
percent  of  the  public  favored  replacing  the  bill  with  a  coin.  The 
General  Accounting  Office  (GAO),  in  both  its  1990  and  1993  stud- 
ies, has  acknowledged  the  need  to  not  only  eliminate  the  dollar  bill 
to  ensure  the  success  of  a  new  dollar  coin,  but  to  also  prepare  the 
American  people  beforehand  for  the  transition. 

Estimates  of  annual  Federal  budget  savings  with  the  introduc- 
tion of  a  new  dollar  coin  and  the  elimination  of  the  dollar  note 
vary.  In  its  latest  report,  the  GAO,  citing  a  1992  Federal  Reserve 
study,  estimates  that  the  United  States  could  save  an  average  of 
$395  million  per  year  by  substituting  the  dollar  note  with  the  dol- 
lar coin.  The  Treasury  Department  agrees  that  if  the  dollar  coin 
successfully  circulates,  cost  savings  will  be  realized.  However,  since 
there  are  a  great  many  unknowns,  such  as  demand  for  the  dollar 
coin,  increased  demand  for  the  two  dollar  bill,  and  metal  costs,  pre- 
dicting cost  savings  with  confidence  is  difficult. 

Moreover,  since  the  potential  savings  are  weighed  in  the  "out- 
years"  of  these  estimates,  initial  5-year  savings  are  likely  to  be 
modest.  In  a  1990  GAO  Report  on  dollar  coin  (which  estimated  an- 
nual savings  of  $3 18  million  over  30  years)  Government  costs  were 
projected  to  actually  increase  by  $80  million  during  the  first  year 
of  production,  and  the  annual  projected  savings  level  of  $318  mil- 
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lion  would  not  be  reached  until  13  years  after  production  of  the 
coin  began. 

Finally,  a  number  of  other  factors  must  be  considered  to  make 
the  introduction  of  a  new  dollar  coin  a  success.  The  Mint  would 
need  at  least  30  months  from  the  time  of  the  legislation's  enact- 
ment to  the  introduction  of  a  new  dollar  coin.  This  lead-time  is  re- 
quired to  design,  test,  and  produce  production  quality  dies.  Re- 
search and  development  is  required  to  determine  the  optimum 
alloy,  coining  and  color  tests  on  the  alloy  and  wear  tests  on  the 
alloy.  A  commitment  to  fund  a  marketing  awareness  program  is 
also  necessary  to  prepare  the  American  public  for  the  transition 
from  a  dollar  bill  to  a  dollar  coin.  Such  a  program  was  an  impor- 
tant component  in  the  successful  effort  of  the  Canadian  govern- 
ment to  introduce  their  new  dollar  coin. 

Q.4.  What  are  your  views  on  the  elimination  of  the  penny?  Is  that 
a  realistic  possibility? 

A.4.  Despite  the  fact  that  the  penny  has  lost  some  80  percent  of 
its  value  to  inflation  over  the  past  30  years,  it  is  still  the  most 
widely  used  coin  manufactured  by  the  United  States  Mint  and  rep- 
resents between  70  and  80  percent  of  the  Mint's  total  annual  coin 
production.  In  1994  alone,  we  expect  to  produce  12.6  billion  pen- 
nies. The  penny  is  marginally  profitable  for  the  United  States  Gov- 
ernment; associated  costs  are  about  20  percent  less  than  the  face 
value  of  the  coin,  providing  a  very  small,  but  still  positive,  seignior- 
age margin  to  the  Federal  treasury. 

A  May  1990  GAO  study  entitled  "National  Coinage  Proposals. 
Limited  Public  Demand  lor  New  Dollar  Coin  or  Elimination  of 
Penny"  studies  these  issues  and  noted:  "There  is  no  .  .  .  economic 
argument  for  eliminating  either  the  penny  or  the  half  dollar  coin. 
Both  are  profitable  to  the  Government  in  that  their  face  value  ex- 
ceeds their  production  and  distribution  costs.  Demand  for  the 
penny  remains  high.  While  retail  trade  associations  and  the  public 
reco^ize  some  nuisance  aspects  of  the  penny,  the  problems  inher- 
ent m  rounding  off  retail  transactions  to  the  nearest  5  cents  were 
troubling  to  many.  The  European  countries  that  have  eliminated 
their  lowest  denomination  coins  all  did  so  because  the  production 
costs  exceeded  their  face  value." 

"Overall,  general  public  participant  reaction  .  .  .  was  negative. 
Most  believed  that  businesses  would  increase  their  prices  and  ex- 
pressed concern  for  the  poor,  who  could  not  afford  losses  from 
rounding  up.  Business  group  participants  were  concerned  that 
rounding  would  result  in  bookkeeping  problems,  tedious  verbal  ex- 
planations of  rounding  to  consumers,  short-term  costs  involved  in 
cash  register  adjustments  or  purchase  of  software  to  accommodate 
automatic  rounding,  and  roimding  losses  particularly  for  banks 
when  cashing  checks  that  round  up." 

State  sales  tax  authorities  questioned  by  GAO  thought  that  the 
rounding  role  would  not  affect  or  impose  significant  problems  in 
the  collection  of  sales  taxes.  However,  they  did  express  concern 
that  merchants  might  try  to  set  prices  so  that  rounding  would  ben- 
efit them.  Further,  Virginia  State  sales  tax  officials  thought  that 
rounding  should  be  applied  to  all  forms  of  pajonent,  likely  poor  peo- 
ple, would  pay  the  rounded  amount,  whereas  people  who  do  nave 
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access  to  checks  or  credit  cards  would  pay  the  unrounded  amount. 
They  also  noted  that  converting  cash  registers  to  compute  the 
rounded  price  would  be  a  burden  on  merchants." 

Q.5.  The  Citizens  Commemorative  Coin  Advisory  Committee  which 
you  chair  is  expected  to  release  their  report  in  December  on  rec- 
ommendations for  commemorative  coins  until  1999.  Your  report 
will  be  non-biding  recommendations.  As  chairman,  how  will  you  en- 
courage Congress  not  to  pass  coins  that  the  Advisory  Committee 
have  not  recommended? 

A.5.  Quite  frankly,  I  don't  have  a  solution  to  offer  yet.  However, 
I  intend  to  work  closely  with  the  Committee  in  finding  a  means  of 
controlling  the  continuing  proliferation  in  commemorative  coin  pro- 
grams. The  rapidly  increasing  number  of  programs  is  testing  the 
limits  of  both  collectors'  willingness  to  buy  and  the  Mint's  ability 
to  produce  and  market  commemoratives  in  a  business-like  manner. 

I  expect  the  Citizens  Commemorative  Coin  Advisory  Committee 
to  encourage  the  Congress  to  establish  a  firm,  effective  limit  on  the 
number  of  commemorative  programs  each  year  and  the  mintage 
levels  authorized  for  those  programs.  If  large  coin  programs  on  the 
scale  of  those  of  recent  vintage  continue  to  be  mandated,  limiting 
the  number  of  coin  programs  will  be  inadequate  to  preserving,  and 
eventually  expanding,  the  potential  of  this  market.  Under  current 
market  conditions,  the  Mint  can  generally  expect  to  sell  no  more 
than  three  to  four  million  coins  a  year,  even  if  many  millions  more 
are  authorized. 

There  are  significant  and  unnecessary  inefficiencies  created  by 
the  proliferation  of  multiple,  overlapping  coin  programs  which  are 
often  authorized  at  the  last  minute  and  then  rushed  into  produc- 
tion and  marketing.  As  evidenced  by  the  overall  steep  decline  in 
Mint  commemorative  sales  over  the  last  7  years,  there  is  growing 
collector  resistance  to  a  glutted  coin  market,  where  Mint  products 
seldom  hold  their  initial  values,  and  increasing  dissatisfaction  with 
a  perceived  lack  of  collector  impact  on  Mint  commemorative 
themes.  By  the  end  of  1994,  the  Citizens  Commemorative  Coin  Ad- 
visory Committee  will  make  recommendations  related  to  these  con- 
cerns. 

It  is  important  to  note,  however,  that  the  Committee's  role  is 
purely  advisory,  and  in  the  end,  it  must  depend  upon  the  Congress 
to  enforce  any  limitations  on  these  programs.  Both  as  the  Chair- 
man of  this  Citizens  Committee,  and  as  Director  of  the  Mint,  I  will 
work  closely  with  the  Committee  to  address  this  mutual  concern. 

Q.6.  Recently,  some  organizations  who  had  received  surcharges 
from  the  sale  of  commemorative  coins  have  complained  that  the 
Mint  had  not  sufficiently  marketed  their  coin  programs.  Part  of 
their  complaint  is  that  the  profit  the  Mint  made  off  the  programs 
should  have  been  put  back  into  marketing  the  coins.  What  is  your 
view  on  this?  Should  the  groups  who  will  receive  surcharges  be  re- 
sponsible for  marketing  the  coins  beyond  the  initial  mailings  from 
the  Mint? 

A.6.  I  believe  there  are  ways  for  the  Mint  to  increase  the  effective- 
ness of  its  marketing  of  commemorative  programs.  However,  based 
on  7  months  of  close  observation,  I  have  concluded  that  the  Mint's 
marketing  staff  do  very  well  under  the  circumstances  they  face.  For 
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example,  in  1994,  the  Mint  marketing  staff  is  juggling  the  manage- 
ment of  six  commemorative  programs  plus  another  four  annual  nu- 
mismatic programs  as  well  as  the  gold  and  silver  American  Eagle 
bullion  programs.  Five  of  the  1994  commemorative  programs  were 
not  enacted  until  late  November  1993,  with  the  mail  drop-date  of 
the  first  of  these  five  programs  coming  less  than  5  months  after  the 
legislation  was  signed  into  law.  This  is  a  remarkably  short  period 
of  time  to  bring  to  market  a  program  expected  to  raise  some  $18 
million  in  gross  revenue. 

However,  I  believe  the  source  of  the  complaints  you  referenced 
have  little  to  do  with  how  the  Mint  marketing  staff  confronts  these 
management  challenges.  Instead,  I  believe  it  relates,  as  your  ques- 
tion suggests,  to  the  fact  that  the  Mint  seeks  to  conserve  a  profit 
from  these  programs. 

As  commemorative  programs  are  currently  structured  under  the 
law,  sponsoring  organizations  receive  a  surcharge  set  by  law  for 
each  coin  sold,  irrespective  of  whether  the  program  ultimately 
makes  a  profit  or  ends  in  a  loss.  In  a  nutshell,  sponsors  have  a 
strong  economic  incentive  to  drive  the  Mint  to  spend,  as  an  exam- 
ple, $10  to  market  a  coin  from  which  they  will  derive  a  $5  sur- 
charge, because  the  $10  marketing  expenditure  has  no  effect  on 
their  return  from  the  program.  This  is  not  simply  a  matter  of  eco- 
nomic theory;  some  sponsoring  groups  have  behaved  in  precisely 
this  fashion. 

I  would  recommend  against  making  sponsoring  groups  respon- 
sible for  any  portion  of  the  marketing  of  commemorative  coins.  To 
do  so  would  open  the  programs  to  potential  abuses  by  organizations 
that  have  strong  short-term  profit  motives  and  virtually  no  long- 
term  stake  in  numismatic  markets.  Instead,  I  recommend  develop- 
ing a  way  of  structuring  these  programs  so  that  the  Mint  and  the 
sponsoring  groups  share  the  same  incentive  to  ensure  that  each 
program  is  sustainable  by  its  own  revenues.  I  am  not  prepared  to 
make  a  specific  recommendation  at  this  time,  but  I'm  convinced 
this  is  achievable. 

Q.7.  Commemorative  coin  progn"ams  have  been  viewed  by  some 
groups  as  an  easy  way  to  earn  a  couple  of  million  dollars  without 
having  to  risk  a  dime  of  their  own  money.  Due  to  the  rise  in  the 
cost  of  precious  metals  and  increase  production  costs,  the  price  of 
the  coins  has  risen.  The  total  cost  of  the  coins  is  increased  by 
added  surcharges.  These  surcharges  range  anywhere  from  $10  for 
the  clad  World  Cup  coins  to  as  much  as  $50  for  the  gold  1996 
Olympics  coins.  Do  you  feel  these  surcharges  are  a  tax  placed  upon 
the  coin  buying  community?  Should  the  surcharges  be  eliminated? 

A.7.  There  is  no  question  that  the  surcharges  are  an  added  cost 
placed  upon  the  coin  which  is  then  borne  by  the  coin  buying  com- 
munity. There  are  those  in  the  coin  buying  community  who  feel 
that  the  surcharges  are  not  warranted  and  that  these  coin  pro- 
grams are  being  used  by  sponsoring  groups  only  to  raise  money  for 
their  particular  cause  irrespective  of  whether  that  cause  is  worthy 
of  a  national  commemoration. 

I  believe  the  question  of  surcharges  and  the  allocation  of  risk  be- 
tween the  Mint  and  sponsoring  groups  is  something  that  needs  to 
be  evaluated  in  the  overall  context  of  the  continuing  proliferation 
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of  commemorative  coins.  I  am  not  prepared  to  offer  a  proposal  at 
this  time,  but  I  think  this  matter  is  Hkely  to  be  addressed  by  the 
Citizens  Commemorative  Coin  Advisory  Committee  in  its  report  to 
this  Committee  later  this  year. 
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£-jii  I    .e  2u  '/-iier  '.r.an  1..11S.'  ! 

Ever  since  ihe  L'.  S.  economy  | 
Dowered  areaa  ai  a  lomo  pace  late 
iasi  veir.  '.ne  iinancul  marKe'-S  na«e  I 
learen  mat  acceleraiini!  zrowm  wouid  I 
seno  onces  soiraiins.  To  beai  ini'iacion  10  | 
the  Duncn  by  cooiin?  oil  cne  economy.  | 


•.ne  recierai  neseivp  rioara  nas  alreaov 
raised  snort-'.er:n  rates  in  tnree  oi;ar- 
ier-t>oint  msiallmenis  since  early  reo- 
ruarv.  And  Wall  Street  exoects  more 
rate  nikes  to  come,  even  inouen  the 
economy  expanaea  at  oniy  a  2.6%  clip  in 
this  vear  s  ;irst  auar.er. 


^jri;v  ir.  irniwin  vviii  :■*-  Miuaintti  in  t.ii- 
rii-rr^U"  'ii  Ktvnir'.;  '."v  ir-fiutuin  r'jT.*rs;s  . 
■.:mor  ror.trui.  Vuis;  I'lrecastor-^  jiiumf 
tr.at  (TinnmvA'uit*  :»rooiictiv:f.    i;rnwin 
■■Mti  jvi.*ra'-:f  ■"timi*    :  ■.    .;   vear.  .Ami  :n 
t.".:ii  Lu:H»r  iiiri'v  '.rriiwtr.  m  !..>'.'.  nr  le^**.  . 
^.1(1  ;i'.','  lonij-ierrr:  LT;iw".r.   ;j(jt'».'".t!a;  ni   ■ 
tnw  i-.-yrnmv  comv'>  l'»  tvt'A'e^.'n  '.i.U'.o  ar.<i   ; 
'l.^j"^  .1  war.  .-■'..iv  i;:K-f  ;cstt*r  '^.r^^in  ir.ut. 
anil  '.iu*  vi'onoinv  rusnes  neacionir  into 
proniif.mn    i>af.ie:^e',;-..i    tr.ai    .^rnitt   a 
wa^eanr  unce  soirui. 

Certainiv.  tne  Clinton  .Administration 
■  ^  r"~ior-auie  'Aitn  2.i".t  x.  our  lonu'-run 
VDiecas:,  ;o.r  Laura  D'Anflrea  Tyson. 
:  "air  ("'  .ne  f"resiner.u>  ■  ""ncii  oi  CvO- 
-.omic  .Acvi'ers.  .Anc  P.onert  T  parry, 
iircident  -.■{  :-ie  reoerai  Reserve  'J,-,\-.\ 
oi  San  r  .-ancisco.  re-jentiv  u)ia  a  eat.ier- 
•:iit  .  •  •■<i  ei.3sieri  t-Qt  ".or  the  '13^  ■.-.? 
years.  ..•.e  rate  ;;  :r'o^^t.".  has  t>een  ;isi- 
er  trian  tne  economv  can  sustain  in  t.Te 
lone  run."  No  woncrer  e'/erv  on  oi  zooo 
economic  news  eives  the  imancial  mar- 
kets tne  inters— sendir.K  hond  ana  SLOcK 
prices  lumoiina. 

3ui  tne  iears  oi  l.-.e  iorecasiers  and 
the  marKets  may  be  uniounded.  "Peooce 
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arc  (jKine  mo  casi   15  years  and   lust  i 
iiroi«^nme  incm  lorwara."  savs   ilich-  ' 
arn  Ni-ison.  i-tunomist  at  Columoia  Cm-  '. 
vpTsHv  The  ainveniionai  ouuook  unoer-  : 
••>ii(rjleb  I  iirnoraie  Americas   nuce  ' 
iirnoucLiviiv  trains,  j  niscoric  wave  oi  i 
urnnoiivicai  innovacion.  and  the  spreaa  I 
III  i.'ai>iialism  jrouna   the  world.   'Pro-  i 
'luctiMiv  has  aramatically   improved  I 
riimnareti  wiin  the  prior  two  decades."  1 
I  savs    liruce    Sieinber?.   economist   at  I 
Merrill   Lynch  i  Co.  '.^nd  improved  I 
I  productivity  means  the  economy  can  | 
!  CTOw  more  raoidly  without  tnstgenn?  | 
j  inilation.'  | 

snu  iTiMOT.  True,  the  recent  pickuo  in 
manuiacturing  activity  is  raisine  the 
specter  of  oroaucuon  bottlenecks.  Yet  in 
an  increasineiy  ciobal  economy,  many 
.American  companies  can  shift  excess 
order  ilows  to  lactones  overseas.  And 
with  nearly  one-nfih  oi  all  gooos  bou?nt 
in  the  U.  S.  proouced  overseas,  forei^ 
cumoetitors  are  eaeer  to  expand  their 
sales  should  stateside  companies  a^- 
CTessively  raise  pnces.  Whiie-hot  inter- 
national competition  puts  a  damper  on 
the  ability  oi  U.  S.  comoanies  to  jack  up 
prices. 

Fed  Chairman  Alan  Greenspan 
aifrees  that  the  growth  prospects  oi 
the  C  S.  economy  have  improved.  He 


F 


hciieves    the    i-conomy  s    unoerlyinz  | 
i;rowtn  trend  oi  proouctivitv  in  botn  I 
rr.anuiacturine  ano  services  nas  recent-  | 
ly  risen  to  l.b%  ana  that  the  noninila-  i 
tionarv  jrowth  potential  oi  the  U.  S.  is 
certainly  nigher  than  tne  mooest  pace 
proiecied    hy    conventional    wisdom. 
'11.  S.  businesses  in  recent  years  have 
been  investing  in  new 
capital    and    improving 
their  use  of  capital  in 
ways  that  are  maKing 
the  U.  S.  economy  more 
productive."  Greenspan 
recently  wrote. 

Still,  the  Fed  isn't 
joining  in  any  victory 
dance— at  least  not  yeu 
Instead,  it  has  been  pur- 
suing a  tightfisted  mone- 
ury  policy  as  pan  oi  a 
campaign  to  convince  the 
marKets  that  it  won  i  let 

inilation  erupt.  

And  the  markets,  it 
seems,  need  a  lot  oi  convinang.  They 
were  seared  by  megabuck  losses  during 
the  1970s  pnce  spiral  and  won  t  nsk 
trillions  more  until  they  have  positive 
prooi  that  higher  productivity  growth 
rates  are  here  to  stay  and  inflauon  will 
remain  dormant-  For  example,  consu- 
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ONE  IN  THE  THROES 
OF  .\  HISTORIC 
TR.\iN'SFORMATION 


mer  price  increases  are  running  at  a 
2.6%  annual  rate  ana  investors  are  ce 
manoing  a  yieid  oi  more  than  7%  on 
10-year  Treasury  nonas.  By  contrast, 
when  inflation  «as  this  low  bacx  in  the 
mid- 1960s,  investors  only  require<!  a 
yield  oi  5%. 

How  good  can  growth  get  before  the 
economy  overheats? 
Perhaps  a  lot  better 
thaii  most  people  thini^ 
Over  the  past  three 
years,  productivity  has 
been  rising  far  faster 
than  the  rate  assumed 
by  the  typical  fore- 
cast—a 2.6%  average 
annual  rate,  similar  to 
the  experience  oi  the 
1960s  and  1960s. 

In  part,  this  reilects 
tne  typical  productivi'y 
reoouad  that  follows  a 

recession.     But     with 

business  equipment  in- 
vestment hitting  9%  oi  gross  domestic 
product.  Its  highest  level  in  the  postwar 
penod.  the  prooucuvity  surge  is  likely 
to  continue.  Tack  on  laboriorce  growth, 
and  that  means  the  economy's  noninfla- 
tionary  growtn  potential  could  be  as 
high  as  3.5%— and  not  ior  two  quarters 
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•  ■r  3  vcjr.  :iiu   iiernaps 
iiir    ;  ni-    -^m    <ii    ihe 

The  •.•jD  iii-iwK!n  u 
•_TO»in  rati-  m  :!.5'-»  and 
■J..V<  mav  r.ot  seem  like 
T.ucn.  Iiui  Hi  ihe  dufer- 
.•nee  i>eiw«;n  euung  iish 
■•tfics  jna  caviar.  The 
hiKncr  -^Towih  rate 
nniiiu  cumulaiively  add 
about  S1.2  tnllion  more, 
in  1^37  dollars,  lo  the 
naiion  s  output  ny  the 
year  2000  It  would  in- 
crease loi^l  business  in- 
vestment over  the  next 
SIX  vears  ny  SITO  billion. 
Per-caoita  income  would 
rise  to  i23.6UO  instead  j 
1  111  S22.250.  The  leaeral 
budget  iieiicit  would  i  | 
bhrivpi.  jnd  the  C.  S. 
could  uiioro  to  spend 
■  plentv  more  on  eauca- 
I  lion,  irainin?.  and  scien- 
tific rpsearcn.  the  seea-  Ul 
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•  corn  III  luture  i<rowtn.  Strom;  growin 
:  creates    a    poweriui.    selJ-reiniorcmK 
I  dynamic  ail  its  own. 
j  STUNNiMo  mcM.  ()(  course,  many  econo- 
'  mists  remain  convinced  that  Amenca 

can  t  jTow  laster  because  it  s  a  mature 
;  economy.  The  C.  5..  tney  say.  nas  lost 
I  its  economic  and  technological  leader- 
''  shin  in  field  alter  iieid  to  Asian  and 
.   Euriiniran  rivals.  To  survive,  companies 

are  slasninir  rnscs  nv  eliminatinif  work- 


ers even  enierinif  the  lourtn  year  oi 
recovery.  The  coid  war  s  end.  with  the 
resultiini  cuibacxs  in  the  defense  inaus- 
try.  IS  aampenin^  growth,  too.  "Every- 
one hopes  the  rate  oi  technical  progress 
can  PICK  UP  ann  the  rate.o!  proauctmty 
ijrowth  will  DICK  up."  says  Gary  Sun- 
less, economist  at  the  3rooKin^s  Institu- 
tion. "3ul  there  Is  little  basis  for 
optimism." 

But  IS  the  L,'.  5.  reallv  stucK  in  medioc- 


niy.'  "Ea)nomies  nave  a  i 
way  of  dehnni;  expecta-  I 
tions."  says  Alan  Bnnk-  i 
ley.  a  professor  of  history  j 
at  Columoia  University.  I 
For  example,  economists  I 
expected  anemic  grpwih  I 
in  the  U.  S.  in  the  waxe  1 
of  World  War  II.  But  for  | 
the  tollowini;  generation  j 
the  economy  grew  at  a 
stunning      pace.      How 
about      the      limits-to- 
ifrowth    panic    of    the 
1970s?  Oil.  food,  and  oth- 
er    commodities     once 
leared   in  short  supply 
are  now  in  cheap  abun- 
dance. Says  Robert  Eis- 
ner, economist  at  Norxn- 
westftcn        University: 
"Economisis  looi«  at  what  I 
has  been  happening  and  | 
say  that  must  oe  natu-  I 
ral.    Growth    has    been 
slow    so   it    must   stay 
slow." 

'•Vhat  the  siow-growih  forecasters  fail 
to  appreciate  is  that  the  U.  S.  is  in  the 
throes  of  a  transiormauon.  Underlying 
the  recent  acceleration  in  productivity 
IS  a  gathering  web  of  technological  and 
commercial  innovations  revoluuonicng 
the  economy,  mucn  as  steam  power  did 
in  the'  late  iTOOs  and  electncity  did  in 
the  late  ISOOs. 

The  Industrial  Era  is  giving  way  to 
the  Information   Age.  "We  are  living 
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?hese  oavs.  a  growing  scnooi  oi 
e^onomisLS  are  asKing  wnai  propels 
growth  ana  drawing  insDiraiinn 
from  the  loeas  m  Joseph  .■\.  Schumoeier 
1  l»83-l'J.J0i.  ;ae  .Austnan  economist  anu 
Harv.-iro  University  proiessnr  Like 
Sihumpeier.  mese  economists  arc  uktus- 
tn\i  on  technology,  mnovauon.  onn  knowl. 
iroge.  .Ana  tne  unoerlying  messaije  ni 
thi-  .Schumneienans  is  runrtamentullv  op- 
umistic.  "Thv  c.ne  lact  that  rumi.'!-  irom 
i-i-iinomic  histnrv  is  the  anilitv  m  the  nu- 
man  mimi  ;ii  iireajt  through  hamcr^  ih.it 
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weren  t  imaginable  50  years 
ago."  say!  joei  Mokyr.  eco- 
nomic histor.an  at  .Northwest- 
ern University. 

Traditionaiiv.  .mainstream 
«-onomics  nas  n>»en  unaoie  to 
i^.tDiain  what  Outermines  long- 
term  irow..-.  in  tne  lite 
lySOs.  .N'obei  laureate  Robert 
.M.  Niiow  fti  Mjssacnusefj  In- 
stitute OI  Tccnnoiogy  =nowea  i.".at  in- 
creases in  t.-.e  economy  s  i;;bor  supply 
jno  cu:)itai  -;'<i:k  explained  oniy  ;i:;r:  o; 
■  ■rrow,.-..  Tl'.e  rest  w-as  attr-.iiuteo 
j  -.0  i-:-:.-.noinifical  cr.ar.ee.  --.tit  it 
;    .vas  .j.'iciv  i:nexpiainaoie 

The  >chi;moeier;ar.s  .ro  r.e- 

one.   ".rncitiona:   •_- 'Onorr.ics    "-0 

j    ;ooK  .;  wrai  rcailv  .-r:vc-s  '.ecr.- 

nDiOL-.cai  chance    Thev  ;;re  -ir.a- 

i     vr.rc  now  ^o:\'r.  :<  arfec'.M  •■■■•■' 

j    '.ne  ^uooon  ;or  ic-cnr.icu:  .r.r.ova- 

•.iiin.  ..-:-jca::onai  .rstiiuiior.s.  .'.r.c 


:GEXELGRnsSlIA!t£i^j, 


V  By  appljin'g  SctamK;  fi 
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.-ewaras  to  entrepreneurs  lor  coming  up 
with  new  iirooucLS.  .A  leaaing  Schumpe- 
tenan  is  P^iul  Romer  of  the  -jniversity  oi 
California  ai  Berkeley,  perhaps  one  or 
the  countrv  s  most  iniluenual  ymine  ir-'on- 
omist.  Romer  s  theoretical  worK  r.reiKS 
new  CTOuno  'ly  snowme  how  lecr.r.oioir.- 
cai  progress  can  suoercnaree  -.rrowi.-.. 
lusi  as  a  new  let  luroine  or  a  new  pio- 
:echnoioe>'  dr-jg  speus  tne  difference  (be- 
tween a  aiodrimz  economy  ano  -  .-.•.T.am 
ic  one.  r.omer  ana  other  new  erowtn 
■.nconsts  -.*e  ::nGinc  support  ircrr.  sjcn 
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ir.routn  one  m  ihese  lunaamenial  ana  i 
proKiiimi  rhanees  in  me  economic  para-  ■ 
■liirm  iiuilt  arouno  ihe  iransmission.  re-  i 
ineval.  and  analysis  oi  data  and  fall- 
in::  iransnon  and  communicnuon  costs.' 
•;i\->  Richard  Lipsev.  an  economist  and  I 
ii-iitiw  at  the  C-naaian  Institute  lor  Ad-  I 
•  ancwi  Itesearch.  ] 

And  the  Iniormation  Revolution  is  I 
imiv  part  oi  a  much  biijger  mnovauon  i 
wave.  i;.  S.  patent  appiicauons  have 
surved  hy  a  remarxadle  35%  over  the 
Iiasi  sijt  years.  Pne  financial  services  in- 
ilustry  keeps  churning  out  new  prod- 
ucts tailored  to  meet  the  needs  of  a  gio- 
lial  economy.  Pioneers  in  biotechnology 
and  multimedia  are  building  whole  new 
industries.  Old-line  companies  like  Gener- 
j'  Electnc  .aT4T.  and  Alcoa  are  shedding 
liurcuucracies  ano  ngid  hierarchies  to 
liisier  responsiveness  and  creauvity.  "In- 
novation is  the  motner  ot  ail  core  pro- 
ifises.  encompassing  ajl  levels  and  func- 
iions  (ii  a  corporation.'  says  Richard 
Fie-ter.  director  at  McKinsey  i  Co.  "And 
1 '.  -S.  companies  are  collectively  the  most 
innovative  in  the  world.* 
ecowTH  ouiu.  Conventional  economics 
(alls  short  in  dealing  with  the  impact  of 
jucn  momentous  upheavals.  The  kjnd  of 
moaels  that  predict  a  i5%  limit  to  non- 
inilationary  growth  aescribe  a  world 
where  the  economy  plods  ahead  at  a 
rate  determined  hy  the  amount  of  capi- 
;al  and  labor  employed,  while  fiscal  and 
.r.nnctary  policies  are  gearea  toward 
kifping  ihe  economy  s  fluctuations  with- 
in a  lairly  narrow  band.  Of  course,  con- 
ventional models  do  an  excellent  job  of 
■  ivMriliini;   now    interest   rates   affect 
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home  ouving  or  now  higher  tajtes  cnmp 
consumer  spending.  But  they  are  almost 
mute  when  il  comes  to  measunng  how 
new  technologies  aifect  growth. 

To  better  grasp  the  relationship  be- 
tween innovation  and  growth  calls  for 
tucTiing  to  an  economic  tradition  cham- 
pioned by  the  late  Joseph  Schumpeter. 
one  of  the  20lh  century  s  intellectual  gi- 
ants. Schumpeter  developeo  the  idea  of 
creative  destruction,  the  process  by 
which  new  technologies,  new  markets, 
and  new  organizations 
supplant  the  oki.  "Elxcept 
lor  Karl  Marx.  Schum- 
peter was  the  only  econ- 
omist who  placed  strong 
emphasis  on  innovation 
and  technological  change 
as  sources  of  economic 
growth.'  says  Fre<lenc 
M.  Scherer.  economist  at 
Harvard  University. 

In  recent  years. 
Schumpeter  has  become 
a  leading  light  to  a  group 
of  economists  struggling 

to  answer  the  most  basic       

question  m  economics: 
What  dnves  growth?  Like  Schumpeter 
before  them,  these  economists  argue 
that  innovation  is  the  essence  oi  capital- 
ism. Knowledge  and  its  application  to 
real  business  problems  count  for  more 
than  capital  and  labor,  the  traditional 
factors  of  producuofL  Entrepreneurs,  in- 
dustrial research,  and  knowledge  are 
what  matters  (boxl. 

The  U.  S.  is  not  an  aging,   mature 
economy  to  the  Schumpetenans.  but 
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rather  it  can  generate  almost  uniiraated 
possibilities  oi  new  gooas  and  new  tech- 
nologies. 'Knowledge  doesn't  face  di- 
minishing returns.  It's  as  expanding 
universe."  says  Richard  Baldwin,  econo- 
mist at  the  Graduate  Insutule  of  Inter- 
national Studies  in  Geneva.  Adds  Paul 
Romer.  economist  at  the  University  of 
Calitomia.  Berkeley:  'We  systematical- 
ly underappreciate  the  potential  for 
new  things  to  happen.' 

It's  easy  to  lose  sight  of  the  impor- 
tance of  innovation  on 
growth  because  it 
doesn't  have  a  straights 
line  impact.  Picture 
this:  a  chart  with  an  S- 
shaped  curve.  When  z 
new  technology  is  intro- 
duced into  a  company, 
productivity  actually 
falls  as  workers  and 
managers  stni^gle  to 
master  difierent  tech- 
niques and  sidils.  But 
as  more  and  more  peo- 
ple move  up  the  learn- 

ing    curve,    the    new 

technology  begins  to 
pay  dividends^  and  productivity  surges 
ahead.  Ana  sometimes  innovations  come 
in  clusters,  such  as  now  with  computers, 
commumcauons.  and  other  high-tech  in- 
formation systems.  When  that  happens, 
the  S-curve  erfect  :s  magmiied  as  each 
advanang  technology  feeds  oi  the  other. 
History  offers  striking  examples  of 
the  S-curve  effect.  Take  electricity. 
.Vlany  of  the  cnucal  advances  came  in 
the  1870s  and  1880s.  But  it  wasn't  until 


'•vonomic  historians  as  Paul  David  of 
Staniord  University.  His  emouical  studies 
ihow  tne  historic  interolay  between  tech- 
nolomcai  change  and  economic  growth. 

The  most  recent  wave  of  research 
irom  the  Schumpetenans  focuses  on  the 
links  livtween  international  trade  ana 
i^owin.  In  traditional  economic  theory, 
the  tieneins  from  free  trade  to  a  large 
iTonomv  such  os  tne  (j.  3.  come  mainly 
l>et;au.--e  lonsumers  and  businesses  can 
pay  Imver  pnces  lor  imports.  While  this 
'»  no  ^mall  potatoes,  it  doesn  t  do  mucn 
111  inrri-x-^e  irrowtn  in  the  long  run. 

\vt  iree  trace  mav  nave  a  mucn  big- 
.'vr  ii.ivoii  than  (.-onventionai  economics 
illou  <    .'■>(-e  trade  encourages  tne  raoid 
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spread  of  technology  and  indus- 
trial ideas,  according  to  such 
trade  theorists  as  Gene  M. 
Grossman  of  Princeton,  and  El- 
hanen  Helpman  of  Tel-Aviv  Uni- 
versity, who  have  been  int'lu- 
enced  by  the  pioneenng  worK  of 
Paul  R.  Krugman  of  MfT.  Trade 
can  also  invigorate  growth  by 
providing  access  to  bigger  mar- 
kets. Conversely,  in  many  cases, 
'namers  to  trade  slow  the  rate  of  techno- 
logical transmission,  leaving  a  protec- 
tionist country  lagging  far  behind. 

Take  the  develooing  countries  oi  Latin 
Amenca  and  the  former  East  bloc  na- 
tions. They  ieameo  the  hard  way  that 
•erecting  trade  barriers  to  pro- 
ject domestic  maustries  isolat- 
ed them  irom  giooai  techno- 
logical progress  and  helped 
conaemn  t.".em  to  years  of 
stagnation.  And  witnout  .nerce 
i.-omoetitive  oressure  from  the 
Jaoanese  auto  comoanies.  it's 
douotrul  U.  S.  carmaxe.'-s  would 
'lave  ;eit  comoeiiea   to  engi- 


>  .Vg  (tee  les»n  of  eeoK-:  ^ 
.vfic;  liomic  hisUiry  ."is  the  | 
;^v|  /ability  of  ihe  miiMt; 
^^iJ^^:  to  break  thmuj^y'/y 
^%"5  barriers  that  "    "-' 
"'«»•»  weren't  iiraKinable^; 
•.  ;■, ;"-  SO.years  ascT,  j.-.  -. .' 


neer  producuvitv  gains  of  10%  a  year  in 
the  i980s. 

Beyond  trade,  the  theory  has  far-rang- 
ing imoiicauons  lor  economic  policy.  Gov- 
emments.  business,  and  universiaes  have 
a  Kev  part  to  ptay  m  an'ecting  the  pace  of 
innovation.  Some  Schumoetenans  would 
like  to  see  stronger  government  support 
of  commercial  tecnnoiogy.  especiUy  in 
the  service  sector,  and  otners  more  indus- 
try collaboration  to  aevelop  worid<lass 
products.  "To  acnieve  long-nm  success, 
economic  ooucy  rr-.ust  suoport  the  L".5tit'a- 
•-lons  tnat  jenerate  ideas  ano  tecir.oiogi- 
cai  progress."  says  Romer. 

3y  Chnstcmner  Fared  in  New  Yotk 
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iwn  1,1  ihref  uecaoes  .iier  ihji  ihe 
prmiiiciivuyenhancine  promise  ui 
i-ii-i-triiicaiion  was  realized.  Overall. 
!  .  .S,  prnciuciivr.v  jumoea  to  a  >.i%  an- 
tiiiai  rati-  iii  ihi-  ujrlv  I'jOOs  vs.  a  1.3% 
tmit;  m  iht  laie  IsOOs.  a«orrtins  lo  Paul 
li;iviii.  iTiindrr.ic  .iisiorian  ai  Sianiord 

'  "mVlTMIV 

rvoiuTioNABT  cuMi.  Sinilarlv.  jiter  a 
'•ni.'  :.n;.  ir.iiimaiion  tecnnoiov'iv<  jre 
■ii.-l  ninv  liv.nv:  .-.p  CO  meir  eriinomir 
t^rnmiM-.    >av<    \V.    Oaniei    Hillia.    •<■. 

.iiimiiT  Ml  Tiv.nKins  .Macr.ino  Lurp..  a 
'  .;:::iiriti\:i*  •\la.^.'>.i  rraxer  tii  maaMVviv- 
:  ;:raii«:l-iir'"i-?«.irnr  iujercomnuurs:    Stc 

"■IV  hx**  111  af.am  arnur.G  new  lis-r.niiio- 
.;:i'*.  T::ai  UiKo  mnifer  '..".an  devftunini; 

;;f  :ii-nniti(n;:i«.  ;ncr?,sc;ve^.  "i'.c  -.""ki 
■.••w*  iiir  •.:;i-  i-fiM'.iip.;v  >  we  r.ave  ;»  mi 

■I   *:i;t!   ir.  :::!•  ;'!i»<r:i.".c  vr.a;  'a::\  *;.irt 

>  .i:itMii  ■.;:v.i-    -fr  -.r.ir  :ia.si  •:>Taiii- 
'    :::iiii-     ;:■.!•  .;aii-  v.;r.iis  m   "••..--iriir 

■"'■    ;::ivi-  : ••.  ;;il  ;ih.  ;ia:n;!ii  .::-.i:  aii- 

;-.!ri :'.:.  rUuu-ri-l  ;»v  ■  -.iioiis  (itrr;;u-i::;nn 

.■    !  •ii;i»-  ..::.;  ar.roai:.   ..«T.:;a!:iv*   r;:-.r 

»..:i^:;ii;:i-«!  -.r-.'.iirnaiuir.  ■•'iT.ni»Hn»!i.'*  :>m 

..:••"-,  i-;i::'.!tMiii;'j  *:::::ur.j  .»|  ;iiii>.  v  ■•:'■ 

■•i!:i:i-  :.:\i.ii  ;::;:iini.nri.mer.L<  in  i:-,i    iiivi 

.a:;ir  ■.m-m-  ■.■.i    \i\    iron)   i;ii-  -.i:v.f 

,-:.-i  .;.«:  viar  aiforvr.c  '."  '  ■:_..vii!; 

■     '.-.iv  .*.  '  !-.ri^: rrai  .r.c  .  .:r.  i;i;,Tr?a- 


iional   ouLDiacement    :irm.    ueiLa   .Air 
Lines  Inc.  has  lusi  announcec  plans  to  > 
eliminate  15.000  jobs  in  a  mair.moth  .-e-  I 
structurintr.  and  overall  unemiioyment  ; 
levels  are  disturom?iy  hiin.  Tr.e  letr.ai 
combinacion  oi  tecnnoiovicai  c.'.in?e  anc 
increased  comoeiition  nas  siasneo  t.-.e 
real  wattes  ut  iow-sKiil  ana  leis  eaucai- 
<fri  workers,  loo. 

Now.  the  siirns  oi  the  :ayo::  are  fi- 
nally here;  Comoanies  are  :  ccomir.r 
much  more  euicieni.  .AnhtLj^r  Busc". 
Cos..  the  wnric  s  larzesi  iirewer.  is  75- 
{ilacinv  pacKaifirii  eiiuiomer.;  .".^taiicc 
>ume  ia  to  .'O  ;  ea.'-s  aeo  w;:.-.  r.ewrr 
tecnnolouy  ;r.;:  reouirus  levir  wnr.-;- 
ors.  Without  ai:cini!  any  more  worK- 
•■r\.  .Mead  ua'.a  t.c:iirai.  a  ieac:n-,f  inin.- 
;ronic  Mippiitr  c)i  liaiar.^ses.  i 
;irfHinini:  acfesi  to  a  iot  r. ^re  ria:a. 
"'AV  .itideo    '.'."'  'iiiiion  '.■nar:>'.i.Ti     .-. 

'.'."J."!,   anc   v't-i.   ?ronai)iv  acj    ^iO   :  ..■ 
•inn  churacter.'-  '..-.is  vear.'  >_■.  5  r.odr.cv 
L.  i'.  (.'man.  r.r-iineni  -ii  .Mr^u  Dai;. 
Indeeii.  :.-.c  ri'.te  "i   ri.".::r-.     -.  ii- •=- 
.  Mmmiinicaiiiir.-    r.veatmun;    r   .rour.; 

'.ii'.>,.  inriunirc    rcirof.  !M?n^::"..-  tn  '.:".? 
ifuniimv.  'ravs   .""-a"c;3  Ci'Mr:-,    ir.ar.uj- 

•  iiv;  oiiector  a.  y:\_  M<-(;rav..r'  "..  .\nc  i 
:(-iTTit  ^luilv  ■••    ."r. '.OK  :\.  L.-.-.'-jniK-r;:. 

•  t-nnnmiai  at  t.>..a:r.:»ia  Lniveri'.v  .'*i-ni'". 
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systems  worker  can  replace  six  other 
employees  without  aiiectm?  output- 
Savvy  companies  are  also  aiscover-  I 
inn  that  breaxin?  oown  the  century-oid  I 
commano-and  control  bureaucraaes  has  I 
an  impact  on  innovation.  For  example,  j 
Toledo-oaseo  Dana  Corp..  a  J5.5  billion  | 
prooucer  oi  automotive  and  other  Indus-  ] 
tnai  products,  actively  soiiats  ideas  from  I 
empiovees  at  its  19"  manuiacturing  | 
plants  scattered  aii  over  the  world.  The  I 
power  01  that  is  increcible.'  says  Soutn-  I 
wood  J.  "VVooiy"  Morcott.  Danas  chiei  • 
executive. 

"Quin  isoL*noMiST."  Stitchin?  loeetn- 
vr  '.earns  irom  enjcineermg.  design,  a- 
-.ance.  rrarKeiinii.  una  oroouction  aiso 
-e-ms  til  oe  iiDosiine  -esearcn  and  De- 
velopment fjroouctivity.  .As  RocKweii  ■ 
Interr.aiior.ai  Curn.  nas  sniitea  more  oi  ■ 
its  !'..vU  ;rom  Uioe  ieaa-time  oeiense  < 
worK  to  •.nii  lasi-uaceo  commercial  .T.ar- 
set.  ;t  la  tvme  :'.s  scientists  to  teams 
-.vitnin  tne  ors:ar.::at;on.  accorain?  to 
?ail>eri  _.  i..attoi.  senior  vice-presiaent 
It  r.iK;swi.".l.  Mavs  .John  Seeiy  Drown. 
head  I'l  :"e  .Ki-rnx  Corp.  s  Palo  A-'.o 
P.L-ieartT.  i.Viuer.  -.tftier  snown  as  i'ahC: 
-V.V  vi-  r:iiveii  irnm  .leme  tiuite  isola- 
tionist -.1  ;:avir.«  a  rxr.  set  oi  conversa- 
•.iiins  w-.:.-.  ai:  parts  •>!  me  comnanv. 
lYirt  r.nw    vvi.- re  ■•roiiaaiv  nrinein','  out  ■ 
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:uiiri-  lunaamentai  things  man  we  ever  ' 
!i;:v...- 

riif  in-neiiis  oi  Che  producuvniv  Ixxim  I 
;iri'  iiiNi  Uvinnini;  lo  ooosL  worKer  in-  t 
•■"ines.  Ujei->  and  sa;anes.  alier  a(lio:>l'  i 
:!!■.•  !i>r  iniijiion.  are  rsinif  smariiv  mr  | 
:ki'  lir.si  iime  in  seven  years.  And  a  i 
new-  >iuav  iiy  Nnnn  C— ■ 
■•iin:i  Siait  iconotr.isi 
■^ifvrii  li.  Aili-n  M5nws 
I.1;:l  NKllltil  wiirKLTs  ::i 
:::-^h-lfi-n  <  iimiiar.Ie> 
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measures  are  inadeauate.  says  Zvi  Cri- 
liches.  economise  at  Harvara  L'nis'ersity. 
For  examoie.  nore  and  more  supermar- 
kets nave  installed  bar  cooe  reaaers  in 
'.neir  cnecxoui  lines.  rr.aKine  i.-.em  :aster 
and  more  accurate.  Vet  tnese  aams  to 
consumers  no  not  snow  uo  m  the  eov- 
ernment  s  numbers. 
With  prices  lailine  so 
last  in  the  men-tecn 
market  a-c  nuaiity  im- 
provmc  .-o  raoidly.  the 
iieancuiir.ters  maKe 
mi:sn  «>:  tne  nroductix'- 
:ty  number':. 

'A'hat  :.-  Clear,  hiiw. 
ever.  :-  that  >in<e  :i 
'.axe:  lesi  iTioney  m 
!iiiy  iiirtter  :ir(><iuct:>. 
".he  iiri"!iii-.:v.:v  •>:  i:i:i. 
;iai  i>  fi'naiu'f:.  Knr  i:i- 
-lanri.'.  ••:T;:i::;i.r  :;>«.•!> 
!•<!  ;.•  in- 
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price  inoe.x  is  oversuted  by  some  0.5 
percentaee  point— wnich  would  p"t  it  : 
ut  a  i.l'c  annual  rate  instead  oi  the 
-/osieo  i.'j'c. 

The  lorces  noldine  inilauon  in  cnecx 
are  also  coweriul.  Labor  costs  are  «eii 
ur.oer  cnr.trol  and  wa?e  pressures  ai- 
rr.ost  completely  absent.  Unions  have 
-eer.  sirieiineii.  ino.  Tiie  number  oi  wors- 
rrs  covert-r.  ny  cobi-oi-li"ng  aijiustmenti 
\-  maior  -iiiiective  l)ar?ainin2  ai?ree- 
— .sr.ts  i>  "i)w  mwer  than  at  any  time 
-  '..le  nai'.  nux—.er  centuP"'— too  a  nicr. 
■  ■:  'jrc  .-.  y'"  ;o  a  low  01  2;%  m  '.Vi'i 
~-i  tnr«-"evK  stnKe  hy  75.000  Tcam- 
*:srs  iia.*v:v  uisniiited  the  economv  :- 
.-.:;r:i.  Dv  ■■intrasi.  .vnen  tne  Teamsters 
.ait  .-irjc.-i.  .»  1'.'"^-  tne  lU-cay  u.<ir.-; 
-; ■■.tiiiaue  cause"  ■.viriesnreaa  oroauctior. 

oiASS  cuiMioMS.  Tlie  md  rules  ••: 
-..m>  ..:  •iSv  auacitv  utilization  ci" 
-■r;::m-  ..::ii  ii-iiatiini  ilashoomts  ma'. 

■    .Mi-jv"  M-rK.  i-;;iier.  A  lot  m  L   r. 

.~:-;:::.'-  :avf    Mi-ntv  oi  mar.utactjrr..- 

;;;v  ..:  rtiaii.  '.Vlii-n  iiryer  ;.o.v'i  sur- 

•■...r.;::i.;'-   -;:c;'i-a>c.  ctimpanies  car.  sn::*. 
.::;i-.-.  •:  r::;;>  ;■>  |iiants  .-.   V.exicc- 

.."ail.:.  ..-.1.  ■■"'!  "ihcr  ri.-z:or.s.  T-.-.r 

'. i-;;*--.  . :•."!*   inc..    :lie  Tiiieau-naSr" 
•  ..:^  ••    -  -.*>  ■  <tiiiaini.-rs.  Uvvers  is  r"..r. 

-   .   .--     .aii'.s  .it  caiacitv.  _;■..: 
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GLOBAL  COMMUNICATIOHS 
ARE  ON  A  ROLL 

Traffic  in  informahon  across  borders  has  soared,  mofemg 
(he  U.S.  economy  more  open  fhop  ever  before 


;.-.!■  (iimpanv  i.>  iirineing  in  prcxluct  I  Hi?ner  U.S.  productivity  ma  tecflno- 
:ri>m  npcraiions  in  Venezuela  and  else-  j  loencal  innovation  is  a  big  compeutive 
-.vniTf.  .Sirone  caoiial  goods  spending  is  ;  advantage  in  overseas  markets  too. 
'iiiiikii  anding  lo  tne  capital  stock  ana  I  Sure,  the  U.  S  still  runs  a  merchanaise 
r:ii-ing  rupaciiv  levels.  Companies  are  i  trade  ocfiat  o(  some  5130  billion  a  year. 
;nrri-j.Mnt'ly  adroit  at  boosting  produc-  j  and  womes  aoout  intemauonai  com- 
'iviiv  ano  raising  capacity,  too.  'It  I  petiuveness  run  deep.  Japan  and  Eu- 
-••i-ms  »e  gel  more  creative  eacn  |  rope  are  devoting  huge  private  and 
r.iinih.'  ijys  Donald  P.  Hilly,  chief  |  public  resources  to  nurturing  saence 
i-riinomist  ai  Chrysler 
I'lirp. 

iLven  in  those  pans 
•  •I  the  economy  where 
lint-es  are  up,  they 
art'n  i  spiraling.  Look  at 
s'.eel.  Sieel  service  cen- 
urs.  '.vhirp  purcnase 
incl  distribute  nearly 
4-'>«  111  all  U.S. made 
-Uiniess  sieel.  are  ship- 
ping record  volumes, 
.inii  raw-sieel  producer 
plants  are  running  near 
rapucuy.  Over  the  past 
>ejr.  pnces  o(  (latrolled 
-icvl  have  gone  uo  from 
villi  a  ion  to  S365.  and 
»<rjp  metal  pnces  from 
jn  average  of  S97  lo 
iUT  per  ton.  But  pnces 
are  luveling  off  with  ex- 
iL-Ns  supply  available 
Irnm  overseas  maKers. 
The  price  of  scrap,  useo  in  minimiils. 
ha.s  Mianed  to  decline.  When  U.  S.  strap 
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aliered.'    says    Steinberg   of    Memll 
Lynch. 

Indeed,  in  the  U.  S.  there  are  fewer 
impediments  to  "creative  destruction" 
than  elsewhere-  Regulatory  burdens  are 
fewer  and  market  compeubon  more  in- 
tense. America  is  the  only  industnal 
country  lo  have  deregulated  its  air- 
lines, financial  services,  telecommuni- 
cations. Inicidag.  and 
other  industries.  For 
instance,  largely  reflect- 
ing the  competitive 
forces  unleashed  P" 
deregulauon.  a  bienied 
measure  of  labor  and 
capital  proauctivity 
shows  the  U.  S.  eleoom- 
muntcauons  industry  is 
as  much  as  twice  as 
productive  as  its  coun- 
terpart?  in  the  major 
Europeati  countries,  ac- 
coraing  to  an  analysis 
by  .VlcKiosey  &  Co. 
'WTiais  important  is 
that  competition  ener- 
gizes ac"v  ways  of 
doing  things,"  says  Don- 
ald .McCloskey,  econo- 
mist at  the  Universit_y 
of  Iowa. 

Labor  is  highly  flex- 


and  technology.  .\nd  the  fast-growing 
economies  of  East  Asia  and  Latin 
|iri:(rs  surged.  European  buyers  turned  I  .Amenca  are  encouraging  foreign  multi- 
tn  rheaoer  Russian  pig  iron.  "I  don  t  I  nauonal  investment  as  a  way  of  trans- 
ihinK  prices  are  going  lo  go  a  lot  high-  '  iemng  manuiacti-ing  and  management 
•  T.    >jvs  r.  Kunnem  Iverson.  chairman  I  knownow. 


Ai 


jnd  I  >;ij  01  .Sucor  Corp. 

I  'isimiation  is  last  becoming  the  norm 
III  ihv  once  ini'iaiion-prone  U.  S.  econo- 
mv.  I'rnducer  pnces  are 
nsing  at  only  a  O.'li  an- 
:-.ii:ii  rjic.  ;ind  even  med- 

'  ;ii  r;ire     inilaiion     has 

iroiiiHii  irom  an  annual 
r:iir  Ml  more  ihan  il%  in 

I!**"*!  til  ji-si  ihan  .i%  cur- 
-i-nilv    t;ioniimisii  olien 

nHiiTi-^iiman;  finu-   inng 

r.i-  iri-niis  lun  iaj.1.  100. 
'  K.f    :.piiv:  ^irfu-ncs   in 

i«i"rv.     iiiilaiiiin     has 
■■.fii   vv*-il-lH>navri:.   For 

■:-i.iii>>-    t-i'iui-i-n    l.MUl 

■■■.•I  I'M'i.  UK-  annual  r.uc 

•I  ii;iri-;i.M-  in  :hi-  t-'<nbU-        

•:i-r     t-ni-i-     ;:iiu-x     was 

'  "  .  .1:111  11  iv.ts  J. ."'J  In-lweon  Klid  :inii 
i'.'."  >.ii^  .'^ii-iihi-n  .>  Kiiacn.  *.vonnmi>i 
..:  ■•!"ii.':in  .-Mar.ii-v  .•,;  Co.:  "A'iih  inicnM- 
■  •'Illinium-  iiri-«.,ircs  .iiti-nr.ir  iniiusir-.- 

.:'Af   iiii.rTalni-   ::'.t.-ri*  is  ifuun  rcit^in  ;.. 

'■•■iii-M-  inai  iric  r.:naami.-nial  hrcaK  Ih-- 

>■— ri  Mu-  ...-I  .i:.-.o  til  i.nc  li'lMls  .inn 

•..■«.-  .11  im-  iia>i  mil  oorsist." 


MERIC.^  IS 
THE  ONLY 
INDUSTRL\I, 
IZED  COL'XTRY  TO 
FUVE  DEREGL'UTED 
AlRUNE.S,  TELECOM. 
\.\l)  TKl  I  KINC; 


AiTiiio  posmoNi.  Nonetheless.  U.  S. 
companies  are  giooally  competitive  in 
many  leading-eage  indusines.  The  bio- 
lecnnology  industry,  for 
example,  was  nearly 
nonexistent  two  de- 
cades ago  ana  now  has 
almost  TOO  active  com- 
panies. The  (ounaauons 
ol  ihe  Iniormaiion  Su- 
pernighway  are  being 
:aiQ.  aespite  l.-.e  orean- 
uo  ol  ihe  mesa-merger 
between  Tcle-Commu- 
nicaiions  ana  Bell  Al- 


ible, too.  And  the  nation's  boroers  are 
more  open.  Research,  development,  and 
lecnnoiogical  innovation  are  skills  that 
are  forged  in  the  crucible  of  interna- 
tional competition.  .Most  important, 
though,  is  America  s  entrepreneunal 
tradition.  From  Andrew  Carnegie  to 
Bill  Gates,  ihe  incandescent  ligntbulb 
to  spreadsheets,  the  U.  S.  has  long  been 
open  10  ihe  ideas  ol  innovators,  mave- 
ncks.  and  immigrants.  .And  these  entre- 
preneurs nave  generated  tremendous 
bursts  ol  growth  in  the  past.  "'VTiat 
is  our  comparative  advantage?"  ISKS 
Zoltan  Acs.  economist  at  ihe  Univer- 
sity ol  Baltimore.  "Il  is  our  ability  to 
innovate." 

Clearly,  the  U.  S.  economy  is  emerg- 
ing stronger  than  11  has  been  after  two 
decaaes  01  lurmoii.  The  nation  is  more 
i  proauciive  ana  more  comoetmve  than 


lantic.   China  s   Cuan-  I  at  anv  point  since  the  eariv  1960s.  The 

/done  pronnce  mav  (>e  |  'iiegesi  mreat  10  me  -veilsonngs  of  fasi- 

k.TOwing  at  'J,%  a  vear.  :  yr  growth  comes   irom   tne  iroubiing 

^ut  me  inierr.t;'.  is  ex-  •  comoinaiion  01  zealous  restraint  by  poii- 

jianame      ly      .i'Ai     j  i  cymaKers  ano   i.le  inflation  jitters  of 

nonin.  CumDetiiive  nien-tecn  eooos  are  i  bona  marKci  investors.  3oih  threaten 

J  Kev  reason  wnv  U.S.  cxpori  ~owtn  i  10  squanaer   ihe  i-tonomy  s   potential 


has  avt-raged  more  man  '.'%  a  year  over 
mc  past  soven  \cjrs— nore  i.'.a.i  ihree 
ii.Tici  me  cams  01  Japan  ana  Gc-manv 
*\n<]  xs  fonsumers  tap  into  tne  Inrorma- 
ii..n  Hicnwav.  inc  ciimoctitive  position 
I.I  naiiuns  ana  inausincs  mav  00  fu.'~.ncr 


I  jtrengtn  ::na  ail  the  jobs  and  wealth  it 

I  wnuia  proouce. 

I  The  U.  S.  tan  do  lietier— but  not  if  it 

I  rontir.ues  10  iear  groMth. 

I  3ii  Ciinsiouner  rarreiL    uicA  Michael 

I  'lannci  in  Sew  Ji/rV.  c.id  oureou  r<rTwij 
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Fed 

Goes 

Ghostbusting 


By  Lester  C.  Thurow 

Cambridge.  Mass. 

The  Ffderal  Reserve 
Board  has  been 
spooked  by  the  ghost  of 
hinatlon.  In  Its  pantc, 
the  Fed  has  raised  In- 
terest rates  three 
times,  taking  everyone  by  surprise. 
Long-term  bondholders  have  lost  t>il- 
llons  and  International  currency  mar- 
kets have  been  rattled.  Yet  the  Fed's 
economists  admit  they  can't  point  to 
even  a  hln(  of  Inflation  In  the  current 
numbers.  They  are  missing  the  obvi- 
ous: the  M'l  are  likely  to  be  an  infla- 
tion-free decade,  and  their  Interest 
rale  hikes  wilt  squash  Ihc  current 
economic  recovery. 

The  TQ't  and  M's  were  Inflationary 
limes.  The  failure  (o  raise  taxes  to  pay 
for  (.V  Vietnam   War  led  to  slowly 

l-citer  C.  TTiurow  is  professor  of  man- 
agtment  and  economics  ai  the  Mas- 
sachusells  Instilule  of  Technology. 


accelerating  Inflation  that  exploded 
wlih  the  oil  and  food  shocks  of  the  70't. 
Inflation  stubbornly  receded  In  the 
go's.  If  the  effects  of  surging  health 
care  costs  are  subtracted  from  Infla- 
tion figures.  It  Is  clear  that  more  prices 
have  fallen  than  risen  this  spring. 

Sophisticated  investors  hichxllng 
George  Soros,  Otlcorp  and  Bankers 
Trust  took  huge  kisaes  because  of  the 
Fed's  action.  They  wer»  betting  on  tow 
Interest  rates  because  they  had  no 
worries  about  Inflatton.  The  Fed's 
economtsu  contend  that  It  takes  12  to 
18  months  for  higher  Interest  rates  to 
stop  hiflaikm,  so  they  are  acting  now 
to  prevent  renewed  Inflation  In  1993.  In 
ihe  Fed's  view,  the  economy  Is  to 
prone  to  Inflation  that  even  ihls  sknr 
recovery  from  the  1991-1992  recession 

—  3  percent  growth  In  1993  and  2.S 
percent  in  Ihe  first  quarter  of  this  year 

—  represents  an  overheated  economy. 
The  90's  began  with  a  deflationary 

crash  in  asset  values:  property  prices 
In  the  United  Slates  declined  by  up  to 
SO  percent.  This  (rend  spread  to  Eng- 
land, flattened  Japan  and  Is  now  rock- 


ing Germany.  White  the  U.S.  stock 
market  hat  risen  (the  money  ftowlng 
Into  pension  artd  mutual  funds  has  had 
nowhere  else  to  go),  the  Inflation-ad- 
justed fall  in  the  Japanese  clock  mar- 
ket In  (he  90't  has  been  bigger  than  (he 
decline  In  (he  American  stock  market 
from  1929  througf.  1J31  WorldwIcH, 
hundreds  o(  blllkxu  of  do(U.-s  In  wealth 
have  been  wiped  out. 

One  traditional  cause  of  biflalion  Is  a 
shortage  o(  labor,  vhlch  drives  up 
wages.  Yet  gtobal  unemployment  rates 
are  reaching  tevds  not  seen  skKx  the 
Depression.  Spain  reports  24  percent 
and  Ireland  and  Finland  not  much  less. 
In  the  VS,  If  one  adds  together  the 
officially  unemployed,  discouraged 
workers  who  have  stopped  actively 
searching  for  work  and  (hose  with 
part-time  fobs  who  want  full-time 
work,  IS  percent  o*  the  labor  force  (H 
million)  Is  knkmg  for  woik. 

The  Fed  Is  worried  that  an  Increas- 
ing number  of  VS.  oompantes  are 
running  close  (o  (heir  productkin  lim- 
its —  that  they  will  be  unabte  (o  keep 
up  wl(h  the  demand  for  goods,  thus 


132 


.  ^  rx^- .    — 


driving  up  prices.  But  In  (oday's  glo6- 
al  economy,  wtu(  counts  is  work) 
capacUy.  not  U.S.  capacity.  No  Amer- 
ican will  have  to  wan  for  a  new  car: 
since  auto  makers  In  Japan  and  Eu- 
rope aren't  producing  at  anywlwre 
near  capacity,  \JS.  producers  aren't 
going  to  raise  prices  and  til  by  and 
watch  their  martet  share  erode. 
White  America's  economic  recovery 
ts  under  way,  the  rest  o<  the  ItKlustrtal 
world  shows  no  sign  of  coming  tucfc: 
until  It  does.  Inflation  wn;  not  quicken. 

The  demise  o<  the  Sovwt  Union  and 
the  effective  collapse  of  the  Organiza- 
Iton  of  Petroleum  Exporting  Coun- 
tries tn  the  aftermath  of  ihe  Persian 
Gulf  War  means  there  will  be  no 
repeiitaon  of  the  energy  or  food 
shocks  of  the  70's.  What  has  been 
happening  in  aluminum  will  be  re- 
peated in  moM  raw  malcnals:  1.1 
million  mctnc  ions  were  exported 
from  the  former  Soviet  Union  in  1991, 
causing  (he  kiwcst  real  (ad)usied  for 
Inflation)  prices  In  history. 

Oil  prices  are  tower  in  real  lerms 
than  before  the  first  OPEC  oil  shock 
In  the  early  70's,  yet  exports  from  the 
former  Soviet  Union  have  barely  be- 
gun and  Iraq  has  yet  to  be  brought 
back  Into  world  oil  markets.  When 
Ukraine  contes  back  into  prtxluctlon 
(H  was  the  world's  largest  exporter  of 
grain  in  the  19th  century),  food  prKes 
will  phmge. 

The  decline  In  real  wages  that  be- 
gan In  the  U.S.  and  Is  spreading 
across  the  Indusinal  world  further 
undermines  the  Fed's  contentions. 
Among  American  men.  salaries  are 
falling  at  every  edttcation  level  —  for 
those  in  the  bottom  £0  percent  income 
bracket,  real  wages  are  20  percent 


Raising  interest 

rates  is  killing 

the  recovery. 


below  1971  levels  Women  wiih  a  high 
school  education  or  less  have  seen 
their  wages  drt)p.  and  It  looks  like  the 
same  will  happen  lo  college  eOucaied 
women  soon.  Ai  ihc  same  lime,  pro- 
ductivity Is  Increasing  at  ihc  highest 
rates  teen  since  ihe  60's.  Wages 
down,  prodtictiviiy  up  —  Ihai  simply 
Isn't  the  recipe  for  inflation 

Economists  diKer  on  ihe  causes  of 
falling  wages.  lmmii{raiion  and  techni- 
cal mnovaiion  ire  partly  responsible, 
but  some  worldwide  trends  are  also 
behind  il  The  Communist  bloc  did  not 
run  very  good  economies  bui  ii  ran 
cxcellcni  educaiion  systems.  Onc-ihird 
ol  humaniiy  much  o(  il  skilled,  is  lom- 
inR  Ihe  capiialisl  world.  H  soir.c  o(  ihc 
worlds  bcsi  physicists  can  be  hired  in 
Russia  tor  JlOO  per  month,  why  should 
anyone  pay  a  ihird  rate  American 
physicisi  $50,000  a  vcar' 

In  the  80s.  only  60  million  people  in 
Singapore.  Souih  Korea,  Hong  Kong 
and  Taiwan  were  export-oricnied. 
With  the  decline  of  siatc  socialism  in 
East  Asia,  hundreds  of  millions  of 
ihird  »orldrrs    (i»o    hillion    Indians 

and  Chinese)  are  going  to  be  joining 
them.  Inflatton  Is  gt><ng  to  he  impossi- 
ble In  any  country  with  open  borders : 
tower-priced  goods  will  flooo  m  from 
low-wage  countries. 

In  addltton,  the  layoffs  al  big 
U.Sw     companies     with     high  ' 
wages  and  good  benefits  are-' 
unrelenting.  More  ihan  109.000 
Jobs  were  cut  In  January,  a 
record.  Getting  rehired  after  • 
being  laid  off  usually  means  a  cut  in 
pay,  and  the  competition  for  these 
tower-paying    jobs    drives     overall 
wages  —   thus   inflation  —   further 
down. 

Since  World  War  II,  American 
companies  have  typw^lly  held  prices' 
constant,  or  even  raised  them,  while 
distributing  the  fruits  of  productivity - 
in  the  form  of  higher  wages  or  profits. 
But  under  Ihc  nrcssurc  of  intcmatioo- 
al  competition,  that  system  Is  rapidly 
erxidlng.  In  the  90's  prodtictiviiy  gainsi 
will  lead  to  tower  prices,  not  wage 
Increase*. 


Large  manufacturers  are  lorgmg 
new  arrangements  with  their  tuppit-. 
ers.  For  example,  Chrysler  used  tq 
have  hundreds  of  suppliers,  but  it  has 
given  a  few  of  them  exclusive  rights 
to  supply  all  of  Its  parts,  and  Chrysler 
engineers  will  give  them  design  infor- 
mation. In  exchange,  Ihe  suppliers 
will  tower  their  prices  every  year.  In 
such  scenarios,  Ihe  manufacturers' 
Will  In  turn  pass  Iheir  savings  on  to 
customers  In  the  form  of  InweC 
prices. 

Al  least  one  member  of  the  Federal 
Reserve  Board  ha;  extolled  tne  vir- ' 
lues  of  zero  or  negative  Inflation.  This 
Ignores  a  tenet  of  capitalism:  II  does- 
n't work  very  well  when  prices  are 
falling.  When  prices  fall  (and  many 
pritres  must  fall  to  have  zero  inflation, 
since  some  prices  will  always  be  ris- 
ing), the  smartest  move  i:i  lo  post- 
pone purchases  With  prices  tower 
tomorrow,  only  a  fool  buys  tod.iy.  So 
Investment  falls  as  people  (3rgo  en- 
irepreneurship  to  become  inactive 
rentiers.  Money  m  the  mattress  be- 
comes the  only  smart  investmeht 
Deflationary  times  are  lough  limes: 
Yet  the  Fed  is  intent  on  killing  a 
very  weak  recovery  that  has  yet  lo 
inclt>de  most  Americans.  The  7  per- 
cent growth  rate  in  Ihe  fourth  quarter 
of  1991  was  heavily  cor.centraied.in 
housing,  automobiles  and  business 
equlptnent.  High  Interest  rates  wiil 
hurt  these  sectors,  and  ihc  Fed's 
large  rate  increases  have  hit  ihe 
economy  al  a  time  when  growth  has 
already  slowed  dramatically. 

Since  January,  interest  rates  on  10- 
year  Treafiry  bonds  have  risen  II 
percent  and  those  on  10-year  fixed  rale 
mortgages  have  risen  1.5  percent 
These  rales  did  not  soar  txx'auscof 
worries  about  inflation  Raihrr.  ihcy 
reflect  ibe  payoff  that  investors  muM 
demand  lo  protect  incmselvcs  from  j 
Fed  that  ihinks  inflaiion  is  about  lo  rise 
from  the  grave.  The  Fed's  erratic  be- 
havior has  also  led  lo  a  currency  crisis 
ihai  made  nixcssarv  Wednesday's  bil 
lion-dollar  effort  to  proicci  the  dollar 
While  nobody  has  ever  been  huri  bv 
ghosts,  investors  are  showing  thai  ihev 
have  real  reason  (o  (car  a  ghosibii-.i 
ing  Fed 
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GAO  to  Push  for  Derivatives  Regulations 

Report  Will  Recommend  SEC  Set  Standards,  Monitor  Activities 


By  Brett  D.  Kromson 

Wubincua  tas  Soff  Wnur 


bfEW  YORK,  May  5— The  Gen- 
eral Accaunting  Office  will  recom- 
mend that  Congress  give  securities 
regulators  more  control  over  vola- 
tile and  complex  financial  instru- 
ments known  as  derivatives,  and  \ 
limit  HfMTvanvP!!;  trading  bv  federal-  ' 
ly  iniiijaLhnntfi  t'^r  Th°ir  ""^  ■""- 
counts,  according  to  sources  who  ' 
Kave~been  briefed  on  a  forthcoming 
GAO  report. 

The  GAO  draft  report  calls  for 
the  Securities  and  Exchange  Com- 
mission to  supervise  the  derivatives 
activities  of  registered  broker  deal- 
ers, who  now  place  most  of  this 
business  in  unregulated  affiliates 
b<*yond  the  reach  of  the  SEC. 

The  GAO's  draft  recommends 
that  the  SEC  set  standards  forliow 
companies  manage  the  risks  associ- 
ated with  derivatives. 

It  said  corporate  boards  of  direc- 
tors should  be  required  to  monitor 
and  approve  their  compames'  activi- 
ties in  derivatives. 


It  also  called  foi  better  reporting 
and  accounting  of  derivatives  by 
compames. 

The  report  is  likely  to  be  a  politi- 
cal and  analytical  touchstone  in  the 
coming  battle  on  Capitol  Hill  about 
how  best  to  protect  the  financial 
system  from  possible  dangers  posed 
by  derivatives. 

These  instruments  derive  their 
value  from  price  movements  in  un- 
derlying markets  such  as  stocks, 
bonds,  currencies  and  commodities. 

Wall  Street  sells  them  to  specula- 
tors looking  for  highly-leveraged 
bets  and  to  companies  looking  to 
hedge  business  risks. 

The  report  comes  on  the  heels  of 
recent  derivative-related  losses  by 
major  U.S.  corporations,  banks, 
brokerages  and  investment  firms. 
The  losses  have  called  into  question 
industry  claims  that  derivatives  are 
simply  "risk  management  tools." 

Banks  and  investment  houses! 
earn  fees  for  designing  and  sellingj, 
denvatives,  and  use  derivatives  ex-i  | 
tensively  in  their  proprietary  trad-i 
ing. 


Officials  of  some  dealer  firms  say 
regulation  will  hurt  thek  profits. 

The  report  does  not  call  for  dra- 
matically expanded  supervision  of 
derivative  activities  at  commercial 
banks. 

The  report  does,  however,  reit- 
erate recent  statements  by  Comp- 
troller of  the  Currency  Eugene  Lud- 
wig  that  questioned  why  banks 
should  be  allowed  to  trade  for  their 
own  accounts — a  risky  business — 
using  federally  insured  deposits. 

In  a  separate  development.  Stan- 
dard &  Poor's  Corp.  announced  to- 
day it  had  lowered  the  rating  on 
Bankers  Trust  New  York  Corp.  to 
AA-minus  from  AA. 

Bankers  Trust  recently  an- 
nounced that  it  lost  $49  million 
trading  for  its  own  account  in  the 
&st  qiirir"*'" 

"S&P  believes  the  increased  in? 
volvement  in  proprietary  trad:.^g 

.  introduces  an  element  of  volatil- 
ity that  is  not  consistent"  with  the 
higher  rating,  Standard  &  Poor's 
said. 
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